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Q Christmas Message from The President 


S THE Christmas season approaches, the minds of all Christian peoples are 
again directed to the very familiar words: Peace on Earth, Goodwill towards 
Men. 

The many tragic and foreboding events which seem to be continuously 
before the world have their origin in those countries where ‘‘Might is Right” 
and man is told to believe that he really does live by bread alone. This way of 
thinking is not necessarily confined to places where freedom is unknown and, 
unfortunately, is not uncommon in our own Canada. 

History, even quite modern history, teaches us that the peoples who would 
lead the world to happiness and contentment must not be guided by material 
considerations alone. While force has been found to be necessary, the spirit 
which prevails at Christmas time suggests itself as the answer to world peace. 

The members of our profession have a very important place in the guiding 
of the material plans in our affairs. I believe that we can make an even more 
important contribution, as individuals, by taking a positive and convincing stand 
in support of those institutions in our communities which properly recognize 
spiritual values. 

Quite recently our friend, Mr. B. H. Binder, past president of the English 
Institute, quoted the familiar words: “Yea, a joyful and pleasant thing it is to be 
thankful.” We are a fortunate and happy people and have much to be thankful 
for. We should be well versed in the art of spreading happiness to others. 

As your president for the ensuing year, I send to each of you and your 
families and loved ones my most sincere greetings for a most joyous and blessed 
Christmas and for a coming year of satisfactory effort. 


K. J. MORRISON 
President, The Dominion 
Association of Chartered Accountants 





COMMENT AND OPINION 


The Institute of 
Chartered Accountants of Scotland 

W are pleased to learn from The 

Accountants’ Magazine, the journal 
of the chartered accountants of Scotland, 
that the Societies of Accountants in 
Edinburgh and in Aberdeen and the In- 
stitute of Accountants and Actuaries in 
Glasgow are to amalgamate and form a 
new body to be named The Institute of 
Chartered Accountants of Scotland. We 
congratulate the Joint Committee which 
has worked for four years to accomplish 
this end and we wish the new body all 


success. 

As an erstwhile Aberdonian, although 
not a member of the Society, and having 
been brought up to exemplify the inher- 
ent modesty of the Scot, this writer is 


fascinated by the statement of the chair- 
man of the Joint Committee that “the 
time has come when a much stronger 
and more specialized set-up is required 
if the Scottish chartered accountants are 
to keep in the forefront of the profes- 
sion as a whole”. 


Minimum Disclosure by Legislation 
gens time to time it is suggested 
that the cause of voluntary minimum 
disclosure in financial statements will be 
advanced if legislation requiring such 
disclosure is enacted. We have held the 
view that advances of this kind will be 
obtained better from ethical rather than 
legal requirements and that if public 
accounting bodies lead the way much 
more appropriate results will be obtained. 
A review of the remarks of company 
presidents and chairmen reported in the 
British periodicals is very interesting in 
this respect. We see frequently an at- 
tempt to simplify for the shareholders 
the very complicated financial statements 


which are produced in strict compliance 
with the Companies Act, 1948. Some of 
these comments have a little sting in 
them, viz., the statement made by the 
chairman of Trinidad Petroleum Devel- 
opment Company Limited as reported in 
The Economist of November 11, 1950. 
Before I leave the accounts, however, 1 
should perhaps mention that they are, of 
course, drawn up in the conventional form 
in accordance with the Companies Act, 
1948. In that form it is not altogether 
easy to grasp certain of the essential as- 
pects of our affairs and it may be of in- 
terest to you if I summarize the results in 

a more intelligible way. 


At the risk of being convicted of mix- 
ing a metaphor, we add that the barb 
to the sting is that the chairman is Mr. 
Kenneth A. E. Moore, F.C.A. 


The Price of Success 


We quote from the same issue of The 
Economist. 

One million ordinary shares of 5s. each 
of Manfield and Sons, the well-known boot 
and shoe makers and retailers, are to be 
offered for sale next Tuesday at 20s. per 
share. These shares, which represent some 
40 per cent of the total share capital of 
the company, are being marketed in order 
to meet death duty payments. 


Our readers will no doubt enjoy doing 
some calculations with the figures given. 


Christmas and the New Year 


HE officers and staff of the Dominion 

Association of Chartered Accountants 
take this opportunity to wish the readers 
of The Canadian Chartered Accountant, 
including their opposite numbers in all 
the accounting bodies abroad, a very 
merry Christmas and a happy and pros- 
perous New Year. 
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Problems of 
Small Practitioners 


By J. H. Stewart, C.P.A. 
Past President 
The American Institute of Accountants 


The American Institute of Accountants has a 
programme of public relations to aid neophyte accountants 


7 talk about the problems of small 
practitioners is not as easy as it 
sounds, because what is small to one may 
be large to another. Moreover, I am at 
somewhat of a loss to draw a line of 
demarcation between the problems of 
the small practitioner and those of the 
large practitioner. As a matter of fact, 
I think the field in which their problems 
differ is very small. The problems we 
have as a profession are common to all, 
large and small. 


Changing Pattern 

In the United States the pattern of the 
profession is changing much as it is in 
Canada. There are about 40,000 certified 
public accountants of whom 20,000 re- 
ceived their certificates in the last 10 
years. That means that ours is really 
a young profession, and I am told that, 
except for the numbers involved, the 
pattern is about the same in Canada. 

With this great influx in recent years, 
more and more individual practitioners 
have been breaking new ground and 
starting practice on their own in the 
smaller towns and cities of the country. 
About one-half of the members of the 
American Institute reside in cities of 
500,000 or less and one-quarter in cities 


of 100,000 or less. It was quite differ- 
ent 20 years ago. But as these young 
men get their certificates, a great many 
start practising almost immediately. 
Numbers of them are war veterans, 
young men with family responsibilities 
whose first problem is to get a job to 
support them and those who are in their 
care. The well-organized, well-establish- 
ed firms can only fill a small part of the . 
need and the new men have no choice 
but to put out their own shingles. 

Now to be sure they do not always 
begin with the same sort of practices 
that they hope to have later; they do a 
good deal of so-called public bookkeep- 
ing. Theirs is a problem of feeding 
mouths. A typical case is that of a young 
man, one, let us say, who graduates from 
the University of Illinois. Failing to 
find anything in Chicago to suit him he 
takes himself back to his home town in 
Champagne or one of the smaller centres, 
and puts up his shingle. He knows a 
few people, and soon obtains some local 
work, the local newspaper, some bank 
work, local merchants, and the like. So 
he gets his start. In a great many cases 
he knows virtually nothing of the prac- 
tice of public accounting. He knows 
what he learned at school and he has 
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application and ambition. But he is not 
sure of himself. He is in continual 
doubt. The American Institute have 
been very much concerned, these last five 
years particularly, as to what can be done 
to shepherd these young men to help 
them to get started. After all, they con- 
stitute the coming men in the profession 
and by their practices and standards we 
shall all be judged. A young accountant 
in a small town is much more conspicu- 
ous than he would be in a large city and 
he stands out like a sore thumb if he is 
not all that he should be. The best way 
to help them, we think, is through asso- 
ciation. 


The Most Important Thing 


After all the most important thing in 
the world is people. You can acquire a 
great deal in the way of technical equip- 
ment and those other externals, but the 
ability to deal with people is probably 


the most important tool in a good pro- 


fessional accountant’s kit. We are en- 
couraging these younger members to seek 
counsel from the older hands in dealing 
with people. The older hands are very 
glad to give it. They have become es- 
tablished, they have something to protect, 
and it behooves them to do what they 
can to help these young fellows get start- 
ed in a true professional career. A 
young accountant need not worry any 
longer about discussing his problem with 
an older practitioner in the fear that the 
older man will encroach upon his pre- 
serves. 


There are, of course, certain fields of 
practice in which the individual practi- 
tioner is at a great disadvantage when 
compared with the larger firms. I am 
thinking of SEC work, work which in- 
volves financing, certification of inven- 
tories (and as you know we do perhaps 
a great deal more in the way of physical 
verification of inventories than is done 
either in Canada or in Britain), and the 
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like. In those fields the young account- 
ant has difficulty in meeting the competi- 
tion of a well organized staff. Indeed, 
I question whether an individual prac- 
titioner really can cope with that type of 
situation without seeking help. Take as 
a typical case a textile mill where invent- 
ory must all be taken as of a particular 
time. Several persons must be stationed 
throughout the plant simultaneously so 
that there will be no movement of ma- 
terials from one department to another. 
That sort of a job cannot be done with 
two or three men; it requires man power. 

On the other hand, there is a field in 
which the individual can probably do a 
better job than the larger organization, 
more frequently in the rural communities 
where the accountant has to be mother 
and father to the client. He has to do a 
good many more things than accounting 
work. Here the individual practitioner, 
who can do what he will with his time, 
who can carve the pattern of his practice 
to fit the needs of the moment, can often 
times do a better job than a larger or- 
ganization. He does not have to discuss 
matters of firm policy with other partners, 
he can make on-the-spot decisions about 
a great many things. 


Institute Help 


The American Institute feels that it 
can help the smaller practitioner through 
the public relations route. A good deal 
of money and time has already been spent 
in developing a public relations pro- 
gramme to inform the public what very 
few of them understand, the real signific- 
ance of the term “Certified Public Ac- 
countant”. They are told about cost 
accountants, plant accountants, chief ac- 
countants, chartered accountants, certified 
public accountants, and it is no wonder 
that the man on the street is confused. 

The Institute has also prepared and 
published pamphlets which are useful to 
the individual practitioner. One is en- 
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titled “What is the Meaning of an Audit 
by a C.P.A.?” These are distributed not 
only to the members of the Institute, but 
to schools, bankers, trade associations, 
and in fact to any group which stands in 
need of the information. Another is 
called ‘The C.P.A. Degree, The Gateway 
to a Profession”. This is aimed particu- 
larly at people in public life. One of 
the advantages of the growth of our pro- 
fession in the smaller communities is 
that politically we become strong when 
we acquire representatives at these out- 
posts. In the United States, for example, 
the non-certified public accountants have 
been stronger politically than we have, 
because in the small towns of such essen- 
tially rural states as Texas, Alabama, 
Georgia and others they have representa- 
tion whereas our representation is all 
confined to the larger,cities. That situa- 
tion is probably true of Canada also. In 
time, as individual practitioners gravitate 
to the smaller commuhities and become 


a real power in them, we acquire the 
political understanding and influence that 
we really need. 


Public Broadcast 


Another thing the American Institute 
has done is to prepare at tax time a pub- 
lic radio broadcast. It is designed to 
bring out the usefulness of the certified 
public accountant in the preparation of a 
federal income tax return. The use of 
this medium is limited. For example, 
some state societies which are very well 
organized deprecate this type of public 
relations: they think it rather juvenile. 
On the other hand, in the smaller com- 
munities where they are totally unac- 
quainted with the relationship of account- 
ing practice to taxation, our members are 
enthusiastic about it. The Institute has 
found that it has to shift its front accord- 
ing to where it must meet the strength. 

The one attribute the small practitioner 
must have which distinguishes him from 
the well-trained accountant in private 
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Mr. J. Harold Stewart, C.P.A. 
became a C.P.A. in 1922 and prac- 
tises the profession as a partner 
in the Boston firm of Stewart, 
Watts & Bollong, Certified Pub- 
lic Accountants... He is the im- 
mediate past president of the 
American Institute of Account- 
ants. 


employ, is independence and I think we 
must all, both as professional bodies and 
as individuals, encourage the assertion of 
independence on the part of those who 
comprise the profession. Independence 
is the only distinguishing characteristic 
of the professional accountant which sets 
him apart from the well-trained techni- 
cian in private employ. Independence is 
indispensable. In the case of the indivi- 
dual practitioner, the strains on his inde- 
pendence are a great deal stronger than 
on the well-organized public accounting 
firm. Because he is alone, he must stand 
up under pressure without much assist- 
ance except his strength of character and 
the help of his fellow practitioners. 


What Would You Say? 


As an instance of what I mean, a 
young individual practitioner came to me 
at the close of a meeting last spring and 
said: “I have a problem. I was asked 
to audit the accounts of a farm imple- 
ment manufacturer. He makes one par- 
ticular implement and makes it so well 
that he has a pretty good market. I was 
asked to audit his accounts because I was 
known to be the auditor for a competitor 
and this examination was made as the 
basis for the sale of the business. I was 
about two-thirds through with my work 
when I learned from my other client that 
he was going out of this field in the fol- 
lowing March, and would cut his prices 
in half. Here is my problem: I am 
examining the accounts of a new client 
and the results of my examination are to 
be used as the basis for sale. I have 
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knowledge from my older client as to 
what is going to happen to his inventory. 
What should I do?” You would be sur- 
prised at the variety of answers he re- 
ceived, but the consensus of opinion 
seemed to be that he should state the 
inventory at whatever he thought it 


Current Reading 


Doubtful Veracity 

ee ACCOUNTANT, in dealing with 

a correspondent who gently chided 
it for stating that auditors certify a profit 
and loss account and balance sheet, re- 
ferred to a well-known textbook ‘‘Cut- 
forth’s Audits” as its authority for the 
use of this word rather than the word 
“report”. In a delightful letter published 
in its issue of October 28, 1950, Sir 
Arthur Cutforth, C.B.E., F.C.A., the 
author of the textbook and a past presi- 
dent of the Institute of Chartered Ac- 
countants in England and Wales, defends 
The Accountant and concludes with the 
following reminiscence,— 

Many years ago I attended a meeting 
at which this matter of “report” or “cer- 
tificate” was hotly debated. A member of 
the audience expressed very strongly the 
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would liquidate for, even though it be 
50%, but if the client pushed him too 
hard to support his position he should 
say “Well, that is my opinion and that 
is all there is to it’’, and no more, because 
he couldn’t disclose the confidence of his 
other client. 


views held by your correspondent. I asked 
him whether, in his opinion, a “certificate” 
about something implied a “dead cert.” 
whereas a favourable report would mean 
nothing more than a long odds-on chance. 
He agreed. I then informed him that 
this consideration had, I fancied, been 
prominently in the minds of the Parlia- 
mentary Committee when the early Com- 
panies Acts were drawn up, and the legal 
draughtsmen were instructed to frame the 
auditor’s report to the effect that the bal- 
ance sheet was “probably drawn up so as 
to exhibit a true and correct, &c., &c.”; 
but by a compositor’s slip, the word “prop- 
erly” was substituted for the word “prob- 
ably” and remained for many years. 


In summing up the results of the dis- 
cussion, the chairman cast doubts on the 
veracity of my contribution. On the whole, 
I feel disposed to agree with him. 





eeER ASS 


What Is An Audit? 


By P. F. Seymour, C.A. 
Past Chairman 
Committee on Education of the D.A.C.A. 


Is an audit the investigation or the report? 


eo terminology has not 
yet arrived at that state of near per- 
fection wherein the definition of “audit” 
cannot stand further searching analysis. 
We are not all agreed as to just what is 
or should be considered the substance of 
the audit. There is divergence of opin- 
ion as to what constitutes auditing as 
distinct from accounting. We certainly 
do not all see eye to eye where the divid- 
ing line lies between an audit and what 
may more correctly be designated an in- 
vestigation. Let us consider firstly the 
definition of an audit, secondly the scope 
of the work agreed upon between client 
and auditor which may rightly be con- 
sidered an integral part of the audit pro- 
gramme, and thirdly the types of exam- 
ination which may or may not be classed 
as audits. 


The Problem of Definition 


The definition which one accepts of 
the term “‘audit’’ has a considerable bear- 
ing on the other two and logically comes 
first. In formulating accounting termin- 
ology, accountants must approach the 
subject principally from the accountant’s 
viewpoint. In approaching the task of 
defining the general term “audit” we 
must keep in mind that we are dealing 


with something which covers a much 
wider range of examination than the an- 
nual or periodic examination preparatory 
to the statutory or other reports on the 
financial position of a business enterprise 
or institution, and the definition should 


be wide enough to include all types of 


audit. We must also take into consider- 
ation our client’s concept of what the 
term implies and this may vary consider- 
ably according to whether our client is 
the body of shareholders of a very large 
corporation, the shareholder-owners of a 
small incorporated company, the mem- 
bers of a partnership firm, or an in- 
dividual proprietor. The audit engage- 
ment, after all, is a contract between two 
parties. Particularly in the case of small 
enterprises, a client’s idea of what con- 
stitutes an audit may be quite different 
from an audit as it has been defined by 
the profession. 


I do not propose to examine a great 
number of definitions already formulated, 
but will confine myself to quoting from 
Owen’s bulletin on accounting termin- 
ology (that is the new bulletin which is 
under preparation under the aegis of the 
D.A.C.A.) : 


An audit may be defined as: (1) in gen- 
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eral, an examination of an accounting 
document and of supporting evidence, for 
the purpose of reaching an informed 
opinion concerning its propriety, (2) by 
extension, an examination of the books 
and accounts of an enterprise to deter- 
mine the reliability of the information 
recorded therein, and (3) an examination 
intended to serve as a basis for an ex- 
pression of opinion as to whether finan- 
cial statements prepared by an enterprise 
fairly present the position of the enter- 
prise at a given date and/or the result of 
its operations for a period ended on that 
date. 

The third, of course, is more a specific 
definition of the annual or periodic aud- 
it leading to the auditor's expression of 
opinion on the financial statements to the 
shareholders. The first (which is the 
product of the American Institute of 
Accountants: see Bulletin No. 9) has 
received most careful thought and is a 
very good definition as far as it goes. 
To my mind, however, all three parts of 
the definition contain the bare bones or 
skeleton of the matter and leave out the 
heart and the vitals. Let me illustrate. 
The provisions of the Companies Act 
dealing with the appointment, powers, 
and duties of auditors are briefly as fol- 
lows: Every company shall, at each annual 
general meeting, appoint an auditor or 
auditors to hold office until the next an- 
nual meeting. The auditor of a company 
shall have a right of access at all times 
to the books, accounts, and vouchers of 
the company, and shall be entitled to 
require from the directors and officers 
such information and explanations as 
may be necessary for the performance of 
his duties. The auditors shall make 
their reports to the shareholders on the 
accounts examined by them and on every 
balance sheet laid before the company in 
general meeting and the report shall con- 
tain certain statements. The only spe- 
cific duty laid upon the auditor by the 
Companies Act is to prepare and sign a 
report, although it is, of course, implied 
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that he must have made an examination 
of the accounts in order to be in a posi- 
tion to make that report. 


The Auditor’s Report 


We hear and read a good deal about 
the auditor's report, and the view ex- 
pressed in many cases seems to imply 
that the report is a separate matter from 
the audit. In my opinion, however, the 
report is not only an integral part of the 
audit; it is, in fact, the essence of it. 
Certainly it is the one specific duty im- 
posed by the Legislature on the auditor, 
and the auditor cannot do an audit with- 
out it. I have never yet heard of an 
auditor saying to a client, “I have com- 
pleted my audit and here is my bill. If 
you want a report I will make one for 
you, but I will have to charge an ad- 
ditional fee.” 

But take another case. Suppose an 
auditor is instructed by a stock exchange 
to carry out an audit of a member firm, 
and to prepare a report in the form of 
answers to a questionnaire which is fur- 
nished by the stock exchange, and report 
on the sufficiency of the accounting rec- 
ords, the system of internal control, and 
the amount of liquid capital. Here too 
the vital part of the audit is the report. I 
believe this is true of any audit engage- 
ment and perhaps particularly in the case 
of the small company, partnership, or 
individual proprietor. In almost every 
case some formal report is expected. In 
many cases the report will be a more 
comprehensive one than is normally re- 
quired upon the audit of a large corpora- 
tion. It may be wholly written or partly 
written and partly verbal. In a great 
many cases the client knows little of the 
auditor's procedures in carrying out the 
examination, even less why he adopts 
those procedures. His interest lies in the 
report which the auditor furnishes at its 
conclusion. 

To my mind then we should not dif- 
ferentiate between the examination and 


What Is An Audit? 


the report. They are both parts of the 
audit. Is not the position of the auditor 
somewhat analogous to that of the law- 
yer who is asked for his opinion on a 
point of law? He may perform con- 
siderable research in arriving at his de- 
cision, but it is the opinion he expresses 
in his report that is the essential require- 
ment of his engagement and for which 
he is paid. 


A Tentative Definition 


After all this I suppose I must give 
my definition of an audit. A definition 
of a general term such as this should be 
subjected to the criticisms of a number 
of other persons before its acceptance 
as authoritative, and it is with consider- 
able diffidence that I suggest the follow- 
ing definition as a basis for discussion: 


Audit: an expression of opinion by 
a qualified person after such examina- 
tion of accounting documents and of 


supporting evidence as he deems nec- 
essary on such matter or matters as are 
agreed upon or are implied in the con- 
tract between the client and the person 
engaged as auditor. 


Scope of the Audit 


Now to deal with the second question 
—-the scope of the audit. The directors 
or officers of a small company, partners 
in a firm, a sole proprietor, often expect 
from their auditor a great deal more than 
would normally be required of the audit- 
or of a large company. In many cases, 
the auditor is expected to prepare the 
financial statements; in many cases he 
supplies information which, in the large 
organization, would normally be furnish- 
ed at regular intervals by its own account- 
ing staff. Some of this is rather account- 
ing than auditing. But if responsibility 
for these duties is accepted as part of the 
audit engagement and payment therefor 
is included in an inclusive audit fee, do 
these duties constitute a part of the audit 
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or are they separate and distinct there- 
from? My opinion is that whatever re- 
quirements are agreed upon become the 
audit engagement and that whatever is 
envisaged as being a subject of the audit- 
or’s report is a part of the audit. In 
other words, it is the understanding of 
what shall be covered in the report that 
governs the scope of the audit. These 
varying requirements of the small audit, 
and the shift of emphasis in the audit 
procedure, point out the difficulty or im- 
possibility of formulating any detailed 
audit procedure which can be universal. 


Types of Examination 


My third topic concerns some different 
types of examination which may or may 
not be classed as audits. I am aware 
that there are many accountants who con- 
sider that certain types of examination 
should be classed as investigations rather 
than audits. Montgomery in his ‘“Audit- 
ing Theory and Practice’ expresses this 
opinion very definitely. He mentions 
the examination before the prospective 
purchase of a business and the investiga- 
tion of fraud. 

Personally I find it very difficult to 
draw a definite dividing line between 
what is undoubtedly an audit and an ex- 
amination which is an investigation. Take 
for instance the examination for fraud. 
If in the course of an annual or periodic 
audit there appears to be evidence of 
fraud, the auditor must certainly adopt 
procedures to determine how it has been 
perpretrated and the extent to which his 
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client has been defrauded. This may or 
may not involve an extension of the aud- 
it programme. Assuming that the fraudu- 
lent methods adopted are revealed 
through the ordinary audit programme, 
and that the determination of the amount 
involved causes very little extension of 
the audit programme, should it be con- 
sidered that an investigation has been 
carried out in addition to the audit? If 
the auditor determines that a much more 
extensive examination is required to un- 
earth all the details of the fraud, does 
that change the character of the engage- 
ment? I cannot think that it does. How- 
ever, the examination for fraud may not 
be carried out by the firm’s own auditor 
but by another firm of accountants called 
in for that special purpose. Is the ex- 
amination when done by the auditor of 
the company a part of the audit and when 
done by another firm an investigation? 
I do not know the answer, but I find it 
very difficult to say that in either case it 
is not an audit. Remember we are con- 
sidering the term “audit” as a general 
term and not in any specific sense. 


Examination re Prospectus 
Another type of examination of fair- 
ly frequent occurrence: is that in connec- 
tion with a prospectus offering securities 
for public subscription. This is often 


termed an investigation rather than an. 


audit. It seems to me to come very 
definitely within my definition of an 
audit; to my mind it has all the character- 
istics of an audit. Another type of ex- 
amination was that made during the war 
upon profits made on war contracts in 
excess of the minimum allowed by the 
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government in connection with the re- 
negotiation of contracts. This required 
an examination of accounting documents 
and supporting evidence, and a report. 
In my estimation, this encompasses all 
the requirements of an audit, an audit for 
a special purpose, of course, but an audit 
nonetheless. 

I think myself that there are very few 
engagements which a public accountant 
undertakes which are not, or do not en- 
tail, an audit of a kind. 


The Board of Examiners-in-Chief of 
the D.A.C.A. has recommended, and its 
recommendation has been accepted, that 
in the future chartered accountancy final 
examinations shall consist of papers on 
two subjects, auditing and accounting, 
three papers on each. Formerly there 
were two papers on auditing and four on 
accounting, the first of the latter con- 
taining a preponderance of questions on 
what would be termed investigations. 
On deliberation it was found extremely 
difficult to differentiate between an audit 
and an investigation, and it was recom- 
mended that the latter term be dropped 
entirely from examination terminology. 


As Humpty Dumpty so well said in 
Alice in Wonderland, ‘When I use a 
word it means just what I choose it to 


mean, neither more nor less.” At the 
tisk of being accused of being like 
Humpty Dumpty, I choose to use the 
word “audit” as having a very wide 
meaning and therefore, in my opinion, 
any engagement that requires an exam- 
ination of accounts or accounting docu- 
ments and a report based on that ex- 
amination is an audit. 
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How does the Canadian tax structure 
affect the operation and expansion of small business? 


NEVER before in our history has 
so much attention been paid to 
the problems of small business. Despite 
the great strength of world-wide forces 
driving relentlessly towards a cartel- 
ized world economy, the ideal of in- 
dependent small business has refused 
to become submerged, at least in this 
country and in the United States. In 
the latter country, both the Senate and 
the House of Representatives have 
created small business committees. In 
the past decade several hundred bills 
have been introduced in Congress to 
help small business. In Canada the 
subject has been discussed widely by 
accountants, lawyers, businessmen, and 
economists. The politicians have had 
their comments, too. The federal gov- 
ernment has recognized the existence 
of a special problem in its recent 
amendments to the Income Tax Act, 
designed in part to provide relief to 
small business. 

The term “small business” has be- 
come loaded with emotional overtones. 
Everybody seems to be in favour of it, 
but there appears to be no really clear 
statement of what the problem is in this 


country. Neither is there any common- 
ly accepted definition of the term. 


How Small Is Smali Business? 


While it would be desirable to begin 
these remarks with a precise and prac- 
tical definition of what is meant by 
small business, any attempt to draw 
exact lines between small, medium, and 
large business raises problems which 
would carry our discussion far afield.* 
For the purposes of this paper, perhaps 
it will suffice to state that a small busi- 
ness will show some evidence of two 
or more of the following characteris- 
tics: 

(1) There is no significant di- 
vorce between ownership and man- 
agement; 

(2) The capital of the business is 
provided by one or more of a small 
group of individuals; 

(3) The operational area is usual- 
ly local, and employers and employ- 


1 The problem of definition is well indicated 
by A. D. H. Kaplan, Small Business: Its 
Place and Problems, McGraw-Hill Book Co., 
New York (1948), Ch. II. 
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ees are usually local, although the 
market is not necessarily local; 


(4) The relative size of the busi- 
ness within its industry. Compared 
with business units in its field, a 
given industry may properly be 
termed as small. What constitutes 
a large industry in one field may be 
considered a small business in an- 
other field. 


As one writer has put it, “Business 
is small when it cannot afford to hire, 
with some degree of regularity, the 
kind of research, service and manage- 
ment advice or engineering, marketing, 
legal and financial counsel which a big 
business procures out of its substantial 
resources.”* The political character of 
the problem of small business is sug- 
gested by Maury Maverick’s definition: 
any business which cannot afford a 
lobbyist in Washington. 


Wide Extent 

Regardless of how “small business” 
is defined, whether by the number of 
employees, net earnings, assets, or sales, 
it is quite obvious that small units com- 
prise by far the greater part of the 
business concerns operating in the 
North American economy. It has been 
estimated by the Research and Policy 
Committee of the Committee for Eco- 
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nomic Development that 98% of the 
business concerns in the United States 
have fewer than 50 employees.* The 
capitalist economy, as it exists on this 
continent, is thus primarily and funda- 
mentally based upon private business 
owned and conducted in a small way 
by small operators. 

The scope of this paper is (1) to 
examine the role of small business in 
the Canadian economy; (2) to exam- 
ine the particular problems attached to 
the operation of small business, with 
emphasis on their tax implications; (3) 
to review the more important proposals 
for meeting these problems; (4) to 
outline the recent Canadian tax legis- 
lation as it affects small business; and 
(5) to determine what, if anything, 
might yet be done through government 
action. 

It appears neither convenient nor 
practical to divorce the problems inher- 
ent in the operation of small business 
from taxation problems. The two seem 
quite interlinked, although, as will be 
indicated later, not all the problems of 
small business stem from taxation. In 
this paper I will confine the discussion 
to federal taxation, although the prob- 
lems arising from the egregious system 
of municipal taxes also requires atten- 
tion. 


THE ROLE OF SMALL BUSINESS IN THE CANADIAN ECONOMY 


As stated already, small business pre- 
dominates in the Canadian business 
structure. It is not easy to state, how- 
ever, even from a purely economic 
viewpoint, whether such a structure 
represents the best of all possible 
choices. There can surely be nothing 
laudable, inherently, in the fact that a 


2 C. S. Logsdon, “Post War Tax Problems of 
Small Business,” Proceedings of the National 
Tax Association, 1944, p. 224. 


business is small. Indeed, the fact that 
a business is small may well mean that 
its management has failed to take ad- 
vantage of opportunities for expansion 
that may have surrounded it on all 
sides. The socialists hold that the 
waste involved in competition is so 
enormous that there is little hope for 


8 Meeting the Special Problems of Small Busi- 
ness, N.Y., 1947, p. 13. 
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progress in productive efficiency until 
this waste has been eliminated. Cap- 
italists can hardly deny the waste of 
capital, labour, and energy that is con- 
nected with the incessant creation of 
small new business firms destined to 
wither and die. The mortality figure 
for small business is, of course, high. 


Efficiency of Small Business 


But there is no certainty, again 
speaking from a purely economic view- 
point, that the overall economy would 
be more efficient were it in the hands 
of a few super-corporations owned 
either privately or by the government. 
A considerable amount of research has 
been devoted to analysis of the rela- 
tive efficiency of small, medium, and 
large business units. But the results 
appear inconclusive and not altogether 
satisfactory. Cost records of a small 
business seldom permit accurate com- 


parison with those of a large business. 
The tangible assets of the small busi- 
ness are usually small, relative to the 


business done, and the ownership 
equity presents a different kind of base 
for calculating earnings than is ap- 
plicable to large business units. There 
are also differences in the treatment of 
depreciation, inventory, and good will. 
Furthermore, in the small business it is 
not easy to separate owners’ salaries 
and profits. All of this makes for a 
variety of interpretations as to the rate 
of return that a business is earning. 
Finally, it would appear logical to as- 
sume that if efficiency were a corollary 
of bigness, most business in this coun- 
try would be in the hands of big in- 
terests despite the Combines Investiga- 
tion Act and the pertinent sections of 
the Criminal Code of Canada. That 
this is not so, that there remains a 
large number of small enterprisers 
ready to invest risk capital in their 
own businesses, indicates an abiding 
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faith in the investment return from 
small business, and its ability to com- 
pete with large corporations. The 
plain fact of the matter is that small 
business has exhibited remarkable re- 
sistence to the strong trend of indus- 
trial concentration and monopolistic 
operation. The great tenacity possess- 
ed by small firms and individual pro- 
prietorships is in large part a deriva- 
tive of the definitive role played by them 
in our economy. 


Social Results 

One should not be satisfied in mak- 
ing a value judgment on small busi- 
ness in terms of a strictly economic 
viewpoint, even though that were pos- 
sible. The social results of business 
organization should be considered as 
well. It appears to me that there are 
several important — critically import- 
ant — social advantages connected with 
the maintenance of a business structure 
composed of a large body of small 
business units. In the first place, the 
small business is a manifestation of one 
of the basic freedoms attached to our 
way of life. As stated by the Commit- 
tee for Economic Development, ‘This 
is the freedom to enter or leave busi- 
ness at will, to start small and grow 
big, to expand, contract — or even to 
fail. This freedom to be enterprising 
is an aspect of the economic democracy 
without which our political democracy 
cannot exist.’’* 

In the second place, the existence of 
large numbers of small firms seems to 
provide the stuff of which free com- 
petition is made. While there are ex- 
ceptions to this, it seems safe to as- . 
sume that the greater the number of 
small independent operators in an in- 
dustry, the greater is the likelihood of 
a highly competitive market. It may be 
old-fashioned to reason this way, but 


4 Ibid., p. 11. 
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I maintain that free competition is de- 
sirable, because I believe that it is the 
greatest possible stimulus to efficiency, 
and gives the greatest benefit to the 
consumer. 

Small business concerns appear fre- 
quently to force competition in price 
and design, thereby keeping large firms 
on their toes. By introducing new 
products or methods or services, small 
business is an important force in check- 
ing the development of monopoly price 
and industrial concentration. The in- 
genious and energetic small enterpriser 
is often a source of new products and 
new production techniques that cannot 
or will not be offered by larger and 
better established firms. The flexibility 
of small business is generally so much 
greater than that of the large units, that 
technological changes can often be 
made without the entailment of heavy 
scrapping of expensive fixed assets. 


In the third place, the existence of 
local industry, owned and operated by 
local people, has a strong sociological 
appeal, as compared with the imper- 
sonality of the absentee-owned large 
company in a small community. The 
small local business owners have an in- 
timate knowledge of their community, 
and a personal stake in it. They are 
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more often than not the community 
leaders in local projects. This is abund- 
antly clear to those who live in the 
Maritime Provinces which are essentially 
a small business community. 


Incentive to Initiative 


Other advantages of the small firm 
could be enumerated, but it is needless 
to labour the point. Mr. Charles 
Sawyer, the United States Secretary of 
Commerce, summed up the case for 
small business succinctly in his state- 
ment before the Senate Committee on 
Banking and Currency on June 22, 
1950, when he said: 


Small business is the seed bed from which 
the industry and commerce of the United 
States have grown and must continue to 
grow. It is a principal avenue through 
which new ideas and fresh infusions of 
competition reach the vitals of the Ameri- 
can enterprise system. For the very reason 
that it represents a multitude of individual 
sources of initiative, it contributes both 
vitality and flexibility to the economy and 
thus constitutes a basic element of our 
national strength in a world where the in- 
stitutions of freedom are challenged by 
monolithic states. We are concerned, here, 
therefore, not only with a large segment of 
our national economy and cornerstone of 
its vitality, but with a fundamental aspect 
of our national life.5 


SOME FUNDAMENTAL PROBLEMS OF SMALL BUSINESS 


Perhaps the most important problem 
that has confronted all types of busi- 
ness is the general inflation of the 
economy that has increased steadily 
during the post-war years. Inflation 
forces the businessman to replace in- 
ventory at higher prices. At the same 
time, taxes cut into funds received 
from the sale of old inventory. Thus 
inventory replacement must be financed 
partially out of capital — either from 
reserves, or from borrowing, or both. 


Inflation makes it necessary to oper- 
ate at a higher percentage of capacity 
and to sell at a higher dollar volume 
in order to break even. This involves 
larger inventories, payrolls, and re- 


5 U.S. Department of Commerce Press Re- 
lease, Statement of the Secretary of Com- 
merce, Charles Sawyer, Before the Commit- 
tee on Banking and Currency of the United 
States Senate With Respect to S-3625, The 
Small Business Act of 1950 (mimeo.), June 
22, 1950, pp. 1-2. 
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ceivables. But the tax bite into the 
earnings out of which these require- 
ments might be financed creates a ser- 
ious problem for many business con- 
cerns, especially the smaller ones who 
do not have the credit standing of the 
large and well-established firms. 

Inflation increases the paper value of 
estates, while income taxes reduce ca- 
pacity to pay the death duties. In 
many cases the death of the owner of 
a small business, whose principal assets 
are represented by the value of his 
business, has necessitated the sale of the 
business. But the capacity of pros- 
pective purchasers to buy is also re- 
duced by income taxes, and the pros- 
pect of a similar fate for a purchaser 
in the future has reduced the market 
value of the business. Thus, inflation 
and taxation have compounded each 
other. 

Finding Capital 

The problem of finding equity cap- 
ital represents a major difficulty in the 
case of small business. Not only is it 
difficult to find capital with which to 
start a new enterprise, but it is dif- 
ficult, too, to find capital with which 
to expand a going concern. 


The problem confronting the creation 
of new business deserves special atten- 
tion, as distinguished from the problem 
of going concerns running short of cash 
and credit, because we are experiencing a 
rapidly moving technology which dis- 
places labour. It has been pointed out by 
the Special U.S. Senate Committee to 
Study Problems of American Small Busi- 
ness that unless new economic activities 
are formulated to absorb labour thus dis- 
placed, a serious unemployment problem 
lies ahead. The same situation prevails 
in this country. The Senate Committee 
states that, ‘““The character of this expand- 
ing technology, plus the inflation 
through which we are going, has sharply 
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graduate tax research at the Uni- 
versity of Chicago, Dr. J. R. 
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the Dept. of Economics and 
Political Science, University of 
New Brunswick and is now on 
two years’ leave of absence to do 
special research for the Canadian 
Tax Foundation. 


increased the amount of capital needed 
to develop and commercialize the new 
business opportunities which are coming 
into existence currently. In a nutshell, 
it takes more initial capital to bring new 
business to life today and that is the kind 
of capital which is particularly hard to 
find.”’* 


Going business concerns are also con- 
fronted with a capital shortage, particu- 
larly in the case of the small business. 
During the current inflationary period 
these firms find it necessary to operate at 
a higher volume, and this means more in- 
ventory, more receivables and a higher 
payroll. Depreciation reserves are in- 
adequate to replace worn-out or obsolete 
equipment, and technological develop- 
ments require relatively heavy outlays for 
new equipment in many cases, if the 
business is to remain on a competitive 
footing. These financial requirements 
are now running far ahead of profits af- 
ter taxes, because taxes have been im- 
posed upon paper inventory profits which 
have been very large in recent years as a 
result of inflation. More often than not, 
depreciation reserves have been depleted 
in order to keep up with inflation and ex- 


6 “Small Business Finance and Taxation,” 
Final Report of the Special Committee to 
Study Problems of American Small Business, 
81st. Congress, Ist. Session, Senate Report 
No. 46, U.S. Government Printing Office, 
Washington, 1949, p. 4. 
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pansion, and are not now available for 
their original purpose. 

The difficulty of securing equity cap- 
ital for new business ventures and for the 
expansion of small going concerns is now 
well recognized, and it constitutes a ma- 
jor drag on the development of adequate 
and healthy competition. Many a likely 
business prospect had remained unborn 
because of the lack of venture capital, 
and many a going concern which should 
have expanded has stayed stationary or 
has wound up for the same reason. It 
is equally difficult for small business con- 
cerns to float bonds or debentures. As a 
result of this situation, there are but two 
sources of ‘capital available to them — 
bank credit and retained earnings. In 
the case of new enterprise there are, of 
course, no past earnings available. 


Bank Credit 


As far as bank credit is concerned, 
even a superficial glance at the balance 
sheet position of companies today indi- 
cates that they can stand little more 
credit. What they need is more capital. 
Moreover, the volume of bank credit has 
increased so sharply that it has become 
a major factor in the inflationary forces 
that have caused so much of the trouble. 
It need hardly be pointed out here that 
there are many financial needs of busi- 
ness that are not bankable, for example, 
equity capital and long-term credit needs. 
As pointed out by Thomas B. McCabe, 
chairman of the Board of Governors of 
the Federal Reserve System, “Commer- 
cial banks have a primary responsibility 
to their depositors for maintaining loan 
and investment portfolios in a sound con- 
dition. They cannot undertake business 
financing which involves undue elements 
of risk, undue investigational or admin- 
istrative expense, or the freezing of their 
funds for relatively long periods of time 
. ... While the financing need of small 
business is often referred to broadly as 
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a need for easier availability of bank 
credit, I am inclined to think that it is 
primarily a need for equity capital and 
long-term credit, either singly or in some 
combination.”* 


Retention of Earnings 


More and more, business enterprise, 
especially small business, has been forced 
to rely upon retained earnings to meet its 
capital requirements. But the tax struc- 
ture has been such as to impinge heavily 
upon the amount of earnings that could 
be retained for purposes of reinvestment. 


A wealth of material on this point has 
been compiled in the United States, both 
by public and private investigators. The 
situation in that country, which parallels 
that in Canada, has been well summar- 
ized by the staff of the Subcommittee on 
Investment of the Joint Committee on 
the Economic Report, as follows: 


Capital problems are highly important 
problems, especially for existing businesses 
which are struggling to gain a foothold 
and to expand in the competitive markets. 
The sources of capital for new firms are 
principally the savings of the owners, sup- 
plemented by bank loans, loans from 
friends and relatives, and trade credit. The 
organized capital markets make little or no 
contribution to the smaller sizes of busi- 
ness in providing initial financing. Estab- 
lished small firms are forced to obtain 
funds for current or expansion purposes 
through the retention of earnings supple- 
mented in varying degrees by recourse to 
commercial banks and private investors. 
While retained earnings are highly im- 
portant in the case of the largest corpora- 
tions, it is not a reliable or satisfactory 
source for the smallest firms. 

The profits of small firms fluctuate much 
more widely than the profits of large firms 
and are, accordingly, a less reliable source 
of funds. Since the net earnings fluctuate 
more than in proportion to changes in the 
level of business activity, it becomes highly 


™ The Commercial and Financial Chronicle, 
July 6, 1950, p. 4. 
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important to small business to have a high 

level of economic activity.® 

The apparent reasons for the scarcity 
of capital for the creation of new busi- 
ness and for the expansion of those that 
are already going concerns are as fol- 
lows: 

(1) A scarcity of investment funds 
resulting from the tax bite out of cur- 
rent income; 

(2) The extent to which high per- 
sonal income tax rates cut down the 
return if the venture does happen to 
succeed; 

(3) The great difficulty of replen- 
ishing lost capital in the face of the 
heavy tax levy on subsequent income; 

(4) Finally, the apparent disinclina- 
tion of a large part of the investing 
public to take any investment risk. 


The Tax Burden 

It can be seen from the foregoing an- 
alysis that much of the problem stems 
from the tax system that has been em- 
ployed in this country. But this does not 
imply by any means that all of the prob- 
lems confronting small business result di- 
rectly or even indirectly from taxation. 

Quantitatively the impact of federal 
taxes is no greater on small business than 
on large. But qualitatively there is a 
marked difference, due to the ultimate 
effects of the tax system on financing 
small business expansion. This was 
shown quite clearly a few years ago in 
the United States by Keith Butters and 
John Lintner, of Harvard University, who 
concluded that “in almost every respect 
high taxes are less repressive on large, 
established corporations than on small, 
growing firms.’® 


8 Factors Affecting Volume and Stability of 
Private Investment, U.S. Government Print- 
ing Office, Washington, 1949, p. 145. 

® Effect of Federal Taxes on Growing Enter- 
p?ises, Harvard University, Boston, 1945, p. 3. 
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From the viewpoint of the small Can- 
adian business, perhaps the most repres- 
sive features of the federal tax system 
have been the double taxation of corpor- 
ate income and dividends at high rates, 
and the combined impact of personal 
income taxes and succession duties after 
the death of an individual who had built 
up a business through the reinvestment 
of earnings. 


A great many proposals for tax relief 
for small business have been made both 
in this country and in the United States. 
Indeed, there is virtually no end to these 
tax nostrums. But most of them are 
founded upon prejudice of one sort or 
another, and are hardly worth reviewing. 
Some zealous friends of small business 
have proposed that it be tax-exempt. But 
this is hardly practical. My own preju- 
dice is that all business should bear its 
fair share of the tax burden. Others 
have proposed that new business be ex- 
empt for the first few years, until it gets 
on its feet. This smacks of the outworn 
infant industry argument for tariff pro- 
tection. Another proposal is that small 
business firms be placed on the same tax 
basis as partnerships. But this has its 
obvious drawbacks, both from the view- 
point of the business and the govern- 
ment. There have been various propos- 
als for meeting the double taxation prob- 
lem, and this will be discussed presently. 


In 1945 the Ives Commission stated 
that “the Commissioners are impressed 
with the fact that, under the general tax 
structure in force, it does not appear that 
any completely satisfactory solution can 
be found.’ One is inclined to agree 
with that viewpoint, particularly when 
federal revenue requirements are kept in 
mind. The Commission recommended 
that surpluses earned by private compan- 


19 Report of the Royal Commission on the 
Taxation of Annuities and Family Corpora- 
tions, Ottawa, 1945, p. 72. 
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ies prior to 1939 be allowed to be cap- 
italized or distributed on the payment of 
a special tax ranging from 15% to 33%. 
This plan was not acceptable to the gov- 
ernment. 


Dividend Credit Allowance 

Considerable progress has now been 
made in the last two federal budgets for 
the relief of small companies. The 
double taxation problem has been at- 
tacked through a dividend credit allow- 
ance. Rate graduation has been intro- 
duced into the corporate tax structure. 
The loss carry-over period has been in- 
creased to five years. The depreciation 


provisions have been entirely overhauled. 
And more recently, provision has been 
made for small companies to capitalize 
earned surplus upon the payment of a 
special tax. These new provisions merit 
some discussion in terms of their effect 
upon small business. 


Some relief from double taxation has 
been extended through the 10% dividend 
credit. There are two main approaches 
to the double tax problem. One involves 
the elimination of the corporate tax on 
distributed earnings, while the other in- 
volves the removal of the personal tax 
on dividends without changing the cor- 
porate tax. Under the first approach, the 
objective could be achieved through a 
“dividend-paid” credit, which would re- 
sult in no corporate tax being paid on dis- 
tributed earnings. The result of this 
plan is that the corporate tax is paid 
only on undistributed profits. Theoret- 
ically this is perhaps the best possible 
solution to the double tax problem. But 
in this country it would involve a seri- 
ous revenue loss because of the very 
large number of non-resident sharehold- 
ers of Canadian companies. 

A variation of this approach is used in 
the United Kingdom, where the corpor- 
ate tax is paid on all taxable earnings, 
but that part of it paid on distributed 
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income is deemed to be paid on behalf 
of the shareholder. The shareholder is 
required to “gross up” the dividends he 
receives: that is, he must report not 
only the dividends actually received but 
also the corporation tax that has been 
paid on his behalf. This is the same 
procedure followed in Canada with re- 
spect to income tax paid by an employer 
on an employee’s behalf. If the amount 
of the tax withheld by the company ex- 
ceeds the shareholder’s personal income 
tax liabilities, he is entitled to a refund. 
If it is less, he pays an additional assess- 
ment. The only tax borne by the corpor- 
ation, therefore, is the standard with- 
holding rate on undistributed profits. 


While this procedure seems to work 
satisfactorily in Britain, where the cor- 
porate rate and the lowest individual 
rate are the same, it would involve a great 
many refunds in this country, where the 
starting personal rate is so much lower 
than the corporate rate. 


The Elimination of 

Double Taxation Corporate Income 

The second of the two approaches, 
that is, the total or partial elimination of 
the personal tax on dividends, is the one 
applied recently in Canada. In view of 
the problems connected with the other 
approach, it is understandable why this 
should have been done, despite the fact 
that the “‘dividend-received credit’ can- 
not equalize taxes on dividends and other 
income in all individual income classes. 
For instance, shareholders whose incomes 
are so small that they pay tax at a rate 
lower than the corporate rate cannot take 
full advantage of the credit. To take 
the extreme case, a shareholder with in- 
come too low to be subject to personal 
tax receives no advantage at all from the 
dividend credit. 

Despite this theoretical objection to 
the “dividend-received credit” approach, 
it must be considered as a forward-look- 
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ing measure. In its present form the 
legislation does not solve the double tax 
problem—it represents only a nibble at 
it. One hopes to see a considerable ex- 
tension of the amount of the credit, but 
current and future revenue requirements 
rather dim any hope for an extension 
of the credit now. 


Rate Graduation 


The introduction of rate graduation of 
the corporate tax is an innovation in this 
country. Until last year the taxation of 
corporate earnings has always been on a 
flat rate basis. There are sound theor- 
etical arguments against a progressive 
rate structure on corporate earnings. But 
I find myself now in agreement with 
Professor A. G. Buehler of the Univer- 
sity of Pennsylvania, who says that, “As 
long as the corporate income tax rates 
must be rather high, a rate differential 
for the benefit of the smaller-income cor- 
porations is justified.’ 

Last year’s legislation reduced the stan- 
dard corporate tax rate from 30% to 
10% on the first $10,000 of taxable in- 
come, and increased to 33 per cent the 
rate on income in excess of $10,000.” 
This means a tax reduction for corpora- 
tions with incomes under $76,666, and 
an increase in cases where profits are 
larger. The legislation is a distinct gain 
for the company earning a small profit, 
and must benefit large numbers of small 
companies. 

Until last year the Canadian income 
tax legislation allowed a one-year carry- 
back and a three-year carry-forward of 
losses. The 1949 legislation added twc 


11 “The Taxation of Small Business”, Papers 
and Proceedings of the Fifty-eighth Annual 
Meeting of the American Economic Associa- 
tion, 1946, p. 264. 

12 Since this paper was delivered these rates 
have been raised at the fall session of Par- 
liament to 15% and 37% respectively. 
—ED. 
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years to the loss carry-forward period, so 
that there is now a seven-year period over 
which a company can iron out peaks and 
valleys in its earnings. This represents 
a definite improvement in the Act, and 
should be of material assistance in aiding 
new business enterprises as well as those 
which are subject to sharply fluctuating 
earnings. 


Capital Cost Allowances 


The new depreciation provisions con- 
stitute a complete departure from the 
traditional straight-line method of depre- 
ciation. The new law makes no specific 
reference to depreciation, depletion, or 
obsolescence, but provides for a reduction 
of “such part of the capital cost to the 
taxpayer of property, or such amount in 
respect of the capital cost to the taxpayer, 
if any, as is allowed by regulation”. 
Thus, provision is made for the amorti- 
zation of all capital expenditure in the 
computation of profits for tax purposes. 
In practice, however, there is some limi- 
tation to this, because not all capital 
costs may be written off. For example, 
the published regulation makes no pro- 
vision for amortizing the cost of land. 
The new legislation reverses the old pro- 
cedure, under which no capital cost was 
allowed as a deduction save for such de- 
preciation and depletion as provided by 
regulation. 


It is unlikely that there is any unanim- 
ity of opinion regarding this legislation 
based upon the diminishing-balance 
principle. Whether it will provide any 
substantial tax relief to Canadian busi- 
ness during an inflationary period re- 
mains to be seen. As indicated earlier, 
one of the most serious problems con- 
fronting business during inflation is the 
inadequacy of depreciation reserves based 
upon original cost. Corporation taxes 
levied upon profits computed on inade- 
quate depreciation charges tend to be- 
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come a capital levy, and thereby consti- 
tute an impediment to the economic 
growth of the nation. It is suggested 
that this is a problem deserving careful 
and continuing study. 


Capitalization of Undistributed Income 

One of the most important pieces of 
tax legislation in recent years, from the 
viewpoint of small business, is Part IA 
of the Income Tax Act passed by Parlia- 
ment on June 30, 1950. This legislation 
provides in general that a corporation 
with no more than 75 shareholders may 
elect to pay a special tax of 15% on un- 
distributed income held by the corpora- 
tion at the end of the 1949 taxation year, 
and then capitalize such income. There 
are several qualifying refinements, but 
this is the principle. The provision 
makes it possible now for the owners of 
small companies in which undistributed 
profits have accrued to get this money 
out, free of personal tax, upon payment 
of a modest 15% tax. Thus, one of the 
most serious tax problems of small busi- 
ness has been eased. Needless to say, 
the legislation has received general ap- 
proval. 

It can be seen from the above that im- 
portant and fundamentally sound steps 
have been taken to meet those special 
problems of small business that are a 
derivative of the nature of the federal 
tax system. These measures do not, of 
course, answer the problem completely. 
No measures ever will. But one wishes 
that a larger dividend credit were al- 
lowed, and that the impact of individual 
income taxes could be lessened as an 
incentive to the creation of risk capital. 


Revenue Requirements 


It will be recalled that the Minister 
of Finance indicated in his budget speech 
that he did not see how federal revenue 
requirements could be reduced below 
their present level. Since then the Joint 
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Parliamentary Committee on Old Age 
Security has recommended a $40 per 
month old age pension for everybody at 
the age of 70. If implemented, such a 
plan would cost an estimated $323 mil- 
lion in 1951, and $417 million ten years 
later.18 The outbreak of war in Korea 
has already increased our defence expen- 
ditures, and they will inevitably keep 
mounting. In the face of all this, there 
seems no likelihood whatever of any fur- 
ther tax reductions in the foreseeable fu- 
ture. Certainly it would be unrealistic 
to anticipate further changes in the In- 
come Tax Act which would occasion any 
substantial revenue loss. It would ap- 
pear academic, therefore, to advocate tax 
reform of this nature. 

One can take consolation in the fact 
that much has been done already to pro- 
vide tax relief for small business. Per- 
haps we shall be fortunate to hold what 
we have in the face of internal pressures 
and the worsening international situation. 


Shortage of Equity Capital 

Not all of the problems of small busi- 
ness directly concern taxation, however. 
As stated before, one of the critical prob- 
lems is the shortage of equity capital 
and long-term credit. This is a matter 
which should receive careful study. It 
goes without saying, of course, that the 
tax structure should be so organized as to 
have the least possible effect upon the 
supply of equity capital, even though the 
achievement of this goal represents very 
great difficulties. 

Considerable attention has been paid to 
the shortage of equity capital and long- 
term credit for small business in the 
United States. The Small Business Ad- 
visory Committee of the Department of 
Commerce has recommended to Congress 
the establishment of a loan insurance 


13 See Report of the Joint Committee of the 
Senate and House of Commons on Old Age 
Security, Ottawa, June 28, 1950, p. 86. 





Small Business and Its Tax Problems 


plan patterned after the Federal Housing 
Administration method of insuring FHA 
loans. Under the plan, banks would be 
authorized to make loans up to $25,000 
to small business for any purpose that in 
the judgment of the lending institution 
conforms to the principles of sound and 
prudent financing. If requested by the 
lending bank, such loans would be in- 
sured against loss up to 10% of the 
aggregate amount of all such advances 
made under the plan. It was proposed 
that the insurance premium charge be 
114%. 

Legislation has been introduced in the 
U.S. Congress to provide for a new type 
of investment institution called “Na- 
tional Investment Companies”. They 
would supplement the existing facilities 
of banks and other private financial insti- 
tutions, and their role would be to help 
small enterprises secure capital and 
credit. I am not going to outline this 
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measure in any detail as I am not pre- 
pared to advocate a similar plan for 
Canada. The point is, however, that 
something needs to be done in Canada 
to promote the creation of new enter- 
prise and to allow existing enterprise to 
secure funds with which to expand. 
This, to me, represents the top priority 
project in this country for the weifare 
of small business, because about all the 
tax concessions that can be expected have 
been granted. Careful scrutiny of the 
situation with full exploration of ways 
and means of meeting it are recommend- 
ed as the most constructive programme 
for the future. 


Without a dynamic and prosperous 
small business community, given full op- 
portunity to compete and expand, we are 
in danger of losing the major benefits, 
economic and political, which most of us 
believe are intrinsically a part of the free 
enterprise system. 


IN ACCOUNT WITH AN ACCOUNTANT 


Mr. James R. Neff, C.A., of Toronto, was the recipient of an honorarium from the 
Ontario Institute of Chartered Accountants upon publication of his fine article on 


“Fund Accounting” in the July issue of this magazine. 


Mr. Neff made his acknow!l- 


edgment in the following manner, which we thought our réaders might find amusing. 


THE JIM NEFF WORK SHOP 


Clocks and Things 
Taken Apart 


In account with:— 


Bicycles Repaired 
Skates Sharpened 


The Institute of Chartered Accountants of Ontario, 
10 Adelaide Street East, Toronto 





To repairs to Fund Accounting — July 1950 issue 





To Re-orienting steering mechanisms 
Offsetting engine befuddlements 


Ousting hodge-podge from crank case 


Elimination depreciation 
Applications of midnite oil 
Candles, burnt at both ends 
Sundries, pencils and perfectos 
Time and overtime 





ANNOUNCEMENT BY THE FOREIGN 
EXCHANGE CONTROL BOARD 


PAYMENT OF DIVIDENDS, PROFITS AND INTEREST TO 
NON-RESIDENT PARENT COMPANIES, HEAD OFFICES OR 
PROPRIETORS 


1. Applications on Form DIV for the re- 
mittance of earnings by Canadian subsidiaries 
and branches of non-resident companies are, 
in general, considered by the Board only 
where the following conditions exist: 

(a) The payment is covered by a balance 
of undistributed current earnings. 
“Undistributed current earnings” 
means the net profits as determined by 
the Board of all fiscal periods ended 
on or after June 30th, 1939, includ- 
ing interim earnings of completed 
quarterly periods of the current year, 
less all distributions therefrom; 
Except as indicated in par. 2 below, 
the aggregate of payments in any one 
fiscal year does not exceed one yeat’s 
net distributable earnings. If an ac- 
cumulation exists, the applicant may 
elect to distribute an amount based 
on the earnings of either the first or 
last year; and 
The date of payment is not earlier 
than forty-five days from the close of 
the fiscal year or interim period to 
which the payment relates. 


2. In order to enable applicants to make dis- 
tributions against interim earnings, the Board 
will consider, in addition to the earnings dis- 
tributable under par. 1(b) above, applica- 
tions for the payment of the interim earnings 
of completed quarterly periods of the current 
fiscal year. Such payments will be deemed to 
have been made in the following fiscal period. 
Thus, a company which distributed the in- 
terim earnings of three quarterly periods, 


either in one year or over a number of years, 
would ultimately be in the position of being 
able to distribute each year one year’s earn- 
ings comprised of the earnings of the last 
quarter of the previous year and the first 
three-quarters of the current year. 

3. Where an applicant is able to demonstrate 
that the provisions of par. 1(b) and 2 above 
have resulted in the accumulation and main- 
tenance of a net cash position in Canada 
which is abnormally large and which is clear- 
ly surplus to actual and anticipated require- 
ments, the Board is prepared to consider ap- 
plications for additional remittances out of 


the balance of undistributed current earnings. 
4. An application under par. 3 is to be made 
separately from applications under pars. 1 and 
2 and is to be supported by recent interim 


financial statements. It should be noted that 
all applications on Form DIV must be made 
thirty days in advance of the proposed date 
of payment in accordance with the instructions 
set out on the reverse of the form. The 
Board does not necessarily regard an applica- 
tion on Form DIV as having been made un- 
til the required supporting financial and tax 
data have been furnished. 
5. This Notice modifies and replaces Notice 
No. 267 of November 9th, 1948. The 
changes are that applications will now be 
entertained to distribute earnings (i) on the 
basis of interim financial statements; and (ii) 
forty-five days (instead of three months) 
from the close of the fiscal or interim period 
to which they relate. 

November 23, 1950 











Recent Books 








Insolvency Practice, by J. Snaith; pub- 
lished by Gee & Co. (Publishers) Ltd., 
London; pp. 292 and index; price 26/2 


As the author states in the foreword, 
this book is not a manual of bankruptcy 
procedure. It is an excellent presenta- 
tion of the theory of bankruptcy and 
describes clearly the position of the vari- 
ous classes of creditors when the bank- 
ruptcy of an individual or a limited com- 
pany occurs. The book is clearly and 
concisely written and is easy to read. It 
is obvious that the author has had wide 
experience in bankruptcy matters. 


The fundamental principles to be ob- 
served in the administration of insolvent 
estates are fully outlined and apply in 
any country, subject to the differences 
which exist in the bankruptcy laws. The 
statutory procedures prevailing in Eng- 
land, which the author describes, are 
somewhat different from those existing in 
Canada. This, naturally, causes some 
variation in the method of administering 
bankrupt estates in the two countries. 
For example, in the Province of Quebec 
a creditor requires court authority to re- 
gain possession of his property or goods, 
unless these are returned by common 
consent of the creditor and trustee; the 
methods outlined by the author by which 
a creditor may repossess his property in 
England are much simpler than those 
prevailing here. 

Some sections of the book are very 
detailed, but the author has undoubtedly 
learned by experience that in bankruptcy 
matters no detail must ever be over- 
looked. 

The procedure described by the author 
under “Deeds of Arrangement” cor- 
responds in a general way to that under 
our Bankruptcy Act, which enables an in- 
solvent person to make an arrangement 
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with the creditors without going into 
bankruptcy. The author explains that 
under English law the Deeds of Arrange- 
ment Act is a separate statute, whereas 
in Canada an insolvent person can pro- 
ceed under the Bankruptcy Act to make 
an arrangement with his creditors. 

This book is recommended to all stu- 
dents and those public accountants en- 
gaged in the administration of bankrupt 
estates as an excellent text on the theory 


of bankruptcy. 
L. N. BUZZBLL, C.A. 


C. P. A. Coaching Course Problems, 
Henry T. Chamberlain, Ph.B., C.P.A.; 
published by Prentice-Hall, Inc. (New 
York); pp. 298; price $4.50 


This publication consists of a selec- 
tion of problems and questions in ac- 
counting, accounting theory, and audit- 
ing, which have been assembled by the 
author in an endeavour to assist those 
preparing for the C.P.A. examinations 
in the United States. For the most part 
these problems and questions have been 
selected from the uniform C.P.A. ex- 
aminations prepared by the Board of 
Examiners of the American Institute of 
Accountants. 

In an attempt to duplicate, as nearly as 
possible, the working conditions and 
problems encountered in the C.P.A. 
examinations, the author has divided 
the book into assignments made up, in 
each case, of three problems in account- 
ing practice, five questions in account- 
ing theory and five questions in audit- 
ing. By reason of the grouping of the 
problems and questions in this man- 
ner, the student, as he works out the 
assignments, will be continually meet- 
ing those problems and questions 
which are of the greatest importance 





262 


and which appear most frequently on 
the C.P.A. examinations. 

In addition to the 60 problems in 
accounting practice, included in the 
assignments, the author has selected 25 
additional problems on a variety of 
subjects. While the problems in ac- 
counting practice emphasize cost and 
municipal accounting and consolida- 
tions, the reader will find problems 
which bring out the significant points 
on a wide variety of topics. 

The portion of the assignments al- 
lotted to accounting theory is made up 
of discussion and essay type questions 
on balance sheet presentation, account- 
ing terminology and accounting treat- 
ments, as well as numerous other as- 
pects of accounting theory. 

The auditing sections of the text 
contain a variety of questions dealing 
for the most part with audit pro- 
cedures, internal control, fraud, ac- 
counting systems, and current auditing 
problems. 

The author is to be commended on 
his selection of questions and problems 
and on his presentation of the assign- 
ments of the text. 

While the problems in accounting 
practice would be of great assistance to 
the student preparing to write the final 
examinations in Canada, the questions 
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in accounting theory and auditing are 
for the most part elementary and there- 
fore more useful to intermediate stu- 


dents. 
GERTRUDE MULCAHY, C.A. 


Cases and Problems in Audits and 
Examinations, by Christian O¢chler; 
published by American Book Co., New 
York; pp. 535; price $5.50 

This casebook is designed to be 
used with the author’s textbook, “Audit 
and Examinations: Standards and Pro- 
cedures”, which was reviewed in the 
October 1949 issue of The Canadian 
Chartered Accountant. 

The book provides study material, and 
cases and problems, for the student in 
audit procedure. It is divided into eight 
units, each containing instructional mat- 
ter, illustrations of working papers, and 
case and problem material. Each unit, 
which covers about one month’s work, 
is divided into five parts: 

1. Programme for Study 

2. Working Papers 

3. Audit Practice Casé 

4. Special Projects 

5. Questions and Review 

Students wishing additional study ma- 
terial in audit procedure will find this 


book quite useful. 
K. W. BALL, CA. 





BOND ISSUES VERSUS STOCK ISSUES 
IN THE FINANCING OF PUBLIC UTILITIES 


CONTRIBUTOR, who wishes to re- 

main anonymous, has sent to us the 
following memorandum on the diverse 
effects of bond or share financing in the 
case of two public utilities in 1949. He 
states that he was almost incredulous 
when he first worked out the approxi- 
mate results and was quite able to ap- 
preciate the complaint of a writer to The 


Financial Post that The Bell Telephone 
Company of Canada could get along 
without rate increases if they sold bonds 
rather than shares. He adds that with 
the present strong market for bond is- 
sues it seems unwise to saddle customers 
or companies with more than necessary 
dividend commitments. 


MEMORANDUM 


In these days of large requirements to pro- 
vide for the great demand for expansion of 
services and with reducing return from $1,000 
in plant of ever-increasing cost, it seems de- 
sirable to have as large a proportion of capital 
as is feasible obtained from bond sales. This 


Per $1,000 Plant at Cost 
Operating balance after depreciation 
Interest ............. 


Income taxes . 
Dividends paid 


With taxes on income now increased by 
5%, the deficiency from shares would be 
increased about 24%4 in Case 1 and about 3 
in Case 2, while bonds surplus would de- 
crease only 1 and 1% respectively. (The 
profit respecting capital from reserves would 
also be reduced.) At present tax rates, then, 
one could expect Case 1 to show a deficiency 
of 28% re shares and a surplus of 10 re 
bonds. Case 2 would be adjusted to 38 
deficiency and 184% surplus. 

Now let it be assumed that for 1949 each 
company was able to meet all commitments, 


Shares Bonds Reserves 
$52 


may be indicated by approximate calculations 
from the published 1949 reports of two utility 
companies (called “1” and “2”). 

Plant cost would be represented by proceeds 
of sales of shares or bonds, or by accumulated 
reserves (for depreciation, etc., plus surplus). 


Proceeds from 
Co: 2 
Shares Bonds Reserves 
$52 $64 $64 
—_ 35 
20 6 12 
58 = — 
—_ 11 20 
26 a — 


Proceeds from 
Co. 1. 


including usual dividends, but that each is 
faced with the need of raising $10,000,000 
for plant expansion and replacements. Fur- 
ther, let it be assumed that each will find 
the market prepared to absorb the new se- 
curities to be sold, whether they have a 
ratio of shares to bonds of 60-40 or 40-60. 
Again, assume that the operating earnings 
per $1,000 can be continued on the new 
plant (which may not be probable at prev- 
ious rates to customers, because of increased 
unit costs of plant). 
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Case 1 
(a) With a 60-40 shares and bonds issue 


Deficiency on $6,000,000 shares @ 28% ... 


Surplus on — 4,000,000 bonds @ 10 
Net adverse effect of expansion . 


(b) With a 40-60 shares and bonds issue 


Deficiency on $4,000,000 shares @ 28144 


Surplus on — 6,000,000 bonds @ 10 


Net adverse effect of expansion ....... 


The Canadian Chartered Accountant, December, 1950 


$171,000 
40,000 


$131,000 


$114,000 
60,000 


. $ 54,000 


(a) is more unfavorable than (b) by $77,000 


Case 2 


(a) With a 60-40 shares and bonds issue (as above) 


Deficiency on $6,000,000 shares @ 38 


Surplus on — 4,000,000 bonds @ 18% 


Net adverse effect . 


(b) With a 40-60 shares and bonds issue (as above) 


Deficiency on $4,000,000 shares @ 38 


Surplus on — 6,000,000 bonds @ 18% ......... 


Net adverse effect .... 


(a) is more unfavorable than (b) by $113,000 


It is obvious that any increased benefit from 
year to year from larger reserves with their 
pro forma substantial contributions to the fin- 
ancial pot would be offset to the adverse ef- 
fects of expansion above indicated. It is 
equally obvious that this benefit is unaffected 


News of Our Members 


Mr. Lloyd Bruce, C.A., a member of the 
Manitoba Institute, has been appointed 
comptroller of the Canada Car & Foundry 
Co. Ltd., 621 Craig St. W., Montreal, Que. 

* ~ o 

On September 14, 1950 at St. Chad’s 
Chapel, Regina, Miss Janet Robinson, C.A., 
a member of the firm of T. E. Robinson & 
Co., became the bride of Mr. Edgar A. 


by the proportions of shares and bonds that 
may be issued, as far as depreciation reserves 
are concerned. 


Would any other readers care to com- 
ment on this? 


Wahn. Belated best wishes for happiness 
are extended to Mr. and Mrs. Wahn. 


* * * 


Mr. Walter W. B. Dick, B.Com., C.A., 
Hudson, McMackin & Co., is giving an in- 
tensive course in accounting for hospitals to 
the students preparing for their B.Sc. in 
Nursing at Sacred Heart University, West 
Bathurst, N.B. 





Professional Notes 


ALBERTA 


Christian & Kergan, Chartered Account- 
ants, Drumheller, announce the opening of 
a branch office in Lethbridge with Mr. Lloyd 
Gerla, C.A. as resident partner. Practice of 
the profession will be conducted under the 
firm name of Christian, Kergan & Gerla 
with offices in the McFarland Block, Leth- 
bridge. 

* * & 


Mr. A. K. Miller, B.Com., C.A. announces 
the opening of an office for the practice of 
his profession at 9908 109 St., Edmonton. 


BRITISH COLUMBIA 


Mr. Oscar Harder, C.A. announces the 
removal of his office to 3909 Persimmon 
Dr., Victoria. 


NEW BRUNSWICK 


A regular meeting of the Moncton Branch 
of the New Brunswick Institute of Chartered 
Accountants Students’ Society was held re- 
cently in the offices of Hudson, McMackin 
& Co. The speaker was Charles W. Camp- 
bell, C.A. who spoke on “Inventory Valua- 
tion”. Chairman of the meeting was John 
Killorn with Francis Smith, secretary-treas- 
urer reading the minutes. 


ONTARIO 


Messrs. G. P. Strickland, C.A., E. G. 
Gower, C.A., and W. L. Hogg, C.A. an- 
nounce the formation of a partnership for 
the practice of their profession under the 
firm name of Strickland, Gower & Hogg, 
Chartered Accountants, with offices in the 
Victory Bldg., 80 Richmond St. W., Toronto. 


Kingston Chartered Accountants Club 


Mr. Harold E. Crate, F.C.A., president of 
the Ontario Institute, was guest speaker at 
a dinner held by the Kingston Chartered 
Accountants Club at Morrison’s Lounge, 
Kingston, on November 2. Mr. Crate traced 
the development of the Institute from its 
beginning in 1879 to its present status. He 


was introduced by Mr. Bruce Matthews, 
C.A. and thanked by Professor W. G. Leon- 
ard, F.C.A. Mr. John Partridge, C.A., presi- 
dent of the club, presided. 

85 3t 


Mr. Herbert A. Watson, C.A. announces 
the opening of an office for the practice of 
his profession at 58 Kent St. W., Lindsay. 


Hamilton and District 
Chartered Accountants Association 

The first dinner meeting for the current 
season of the Hamilton and District Chart- 
ered Accountants Association was held on 
October 26 at the Hamilton and District 
Officers Institute. Mr. K. LeM. Carter, 
F.C.A., guest speaker for the evening, spoke 
on inventory valuation. 

* * & 


Macdonald & Healey, Chartered Account- 
ants, 603 Bartlet Bldg., Windsor, announce 
the admission to partnership of Mr. G. M. 
A. Monteith, C.A. 

* * * 

Mr. A. R. Donnelly, C.A. announces the 
opening of an office for the practice of his 
profession at Rm. 5, O’Brien Apts., Renfrew, 
Ont. : 


QUEBEC 


Mr. Lawrence Bessner, B.Com., C.A. an- 
nounces the opening of an office for the 
practice of his profession at 1520 Mountain 
St., Montreal. 

e Ag 0% 


Messrs. Antoine Chabot, C.A. et Jacques 
E. Fortier, C.A. annonce l’ouverture de leur 
bureau sous la raison sociale de Chabot & 
Fortier, comptables agréés, 400, boulevard 
Charest, Québec. 

om 


Mr. Jack R. Stein, B.Com., C.A. announces 
the admission to partnership of Mr. E. B. 
Wolkove, B.Com., C.A. Henceforth practice 
of the profession will be conducted under 
the firm name of Stein, Wolkove & Co., 
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Chartered Accountants, with offices in the 
Wilson Bldg., 757 Place d’Armes Hill, Mon- 
treal. 
a » = 

Wm. D. Sumner & Co., Chartered Ac- 
countants, announce that their firm name has 
been changed to Sumner, Mellor & Co., 
Chartered Accountants, with offices at Ste. 
605, 407 McGill St., Montreal. 


Quebec Institute 
Quebec City Committee 

The Quebec City Committee of The Insti- 
tute of Chartered Accountants of Quebec an- 
nounces that the following officers were elected 
for the year .1950-51 at the annual meeting 
of the committee held recently: president, 
Dollard Huot, C.A.; vice-president, Marius 
Laliberté, C.A.; secretary, Roger-H. Stanton, 
C.A. The directors of the committee are: 
Guy Fortier, C.A. (past president), Marc 
Angers, C.A., Benoit Morency, C.A., Yves 
Normandeau, C.A., Robert Varin, C.A. 


Quebec Students’ Society 
Quebec City Branch 

The officers elected by the Quebec City 
Branch of The Chartered Accountants Students’ 
Society of Quebec for the year 1950-51 are as 
follows: president, Maurice De Coster, C.A.; 
vice-president, Marius Laliberté, C.A.; secre- 
tary-treasurer, Roger-H. Stanton, C.A. The 
following are directors of the Quebec City 
Branch: Rev. Brother Siméon Hardy, C.A., 


Obituary 


Robert Joseph Bennett 

Belatedly, through a special memorial issue 
of The Spokesman, the official organ of the 
Pennsylvania Institute of Certified Public Ac- 
countants, we learn of the death of Mr. 
Robert Joseph Bennett on July 10, 1950. 
He was born in Kemptville, Ontario in 1871 
and became a member of the Ontario In- 
stitute by examination in 1902. He then 
moved to the United States and obtained his 
CPA standing in Michigan in 1906 and 
Pennsylvania in 1907. He was elected sec- 
retary of the Pennsylvania Institute in 1918 
and was successively re-elected for the follow- 


Dollard Huot, C.A., Roger Létourneau, 
Armand Picard, Pierre Vaillancourt, C.A. 


SASKATCHEWAN 
Saskatoon Chartered Accountants Club 


A supper meeting of the Chartered Ac- 
countants Club of Saskatoon was held in the 
King George Hotel on October 27. A brief 
review of current accounting literature was 
given by Dean J. H. Thompson, C.A., of the 
University of Saskatchewan. Mr. S. O. Mc- 
Millan, C.A., president of the Saskatchewan 
Institute, reported on the recent D.A.C.A. 
convention in Charlottetown. 

2 & 


Zaitlen & Zaitlen, Chartered Accountants, 
announce the removal of their offices to 
53 York Bldg., Saskatoon. 

* * & 


Mr. R. L. Bamford, C.A. announces that 
he has acquired the interest of Mr. T. R. 
Wilder, C.A. in the firm of Hodge, Bam- 
ford and Wilder, Chartered Accountants, 503 
Walter Scott Block, Moose Jaw. Henceforth 
he will have associated with him Mr. N. C. 
Hagan, C.A., Mr. W. R. Cantlon, C.A., and 
Mr. K. D. Van Iderstine, C.A. in the prac- 
tice of the profession under the firm name 
of R. L. Bamford & Co., Chartered Ac- 
countants, with offices in Moose Jaw and 
Estevan. Mr. W. R. Cantlon will be resi- 
dent partner in Estevan. 


ing 32 years. In addition, his service to the 
profession included the secretaryship of the 
Pennsylvania State Board of Examiners of 
Public Accountants from 1926, the editor- 
ship of The Spokesman from 1936, lecture- 
ships in various public schools and colleges 
and the authorship of several textbooks. He 
was joint author of “C.P.A. Questions and 
Answers”. Mrs. Bennett predeceased him in 
1943. 

The sympathy of the Ontario Institute of 
Chartered Accountants is extended to his 
sister, Mrs. William Mackey of Kemptville, 
Ontario. 
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The Students’ Department 


J. E. Smyth, C.A., Editor 





NOTES AND COMMENTS 


vo WINTER we heard a morning 
weather forecast on the radio which 
had the temerity to predict a snowstorm 
at 2.00 p.m. that day. The forecast 
proved of course to be nothing more 
than gross overconfidence on the part 
of the forecaster concerned. When the 
snow failed to arrive on schedule we 
tended to lose faith in existing fore- 
casting techniques. On the other hand, 
our faith has been somewhat restored 
of late. We have been listening to some 
weather forecasts in which temperatures 
for the following day are predicted only 
approximately — “in the mid eighties’, 
etc. We find we do not suffer any sense 
of disillusionment if the temperature 
then goes even as high as 90 degrees. 
From these experiences we draw the 
moral that if one is going to be precise, 
he must also be accurate. 

This is something we have thought 
about from time to time, as having an 
application to accounting. The whole 
thing has come to a head on a reading 
of “Two Ways to Control Estimated 
Figures in the Income Statement’, by 
R. N. Anthony in The Journal of Ac- 
countancy of April 1949. A reported 
figure for profits of $17,642.59, it ap- 
pears, has implications of accuracy which 
are not justified by the facts. With de- 
preciation only an estimate, and a num- 
ber of very different methods of inven- 
tory valuation available, income figures 
cannot be eorrect to the last cent, let 
alone to the last thousand dollars in 
many cases. 

This criticism is not intended to apply 


to the accounting records themselves. In 
other words the practice of keeping the 
general ledger in terms of exact figures 
is not being questioned here. The ar- 
gument is only that the financial state- 
ments prepared for public consumption 
need not be precise. This is a point 
which has in fact been acknowledged 
for some time because in practice much 
detail is submerged under omnibus head- 
ings on financial statements and, too, 
because a few companies publish finan- 
cial statements containing figures correct 
only to the nearest dollar. The discus- 
sion to follow is related to the latter 
practice but it concerns the rounding off 
of figures much more than to the nearest 
dollar. The whole gist of the argument 
is that published financial statements 
present an example of a case in which 
one can achieve a greater accuracy by 
being less precise. 


In answer to the question “How far 
does one go in rounding off figures?” 
Professor Anthony cites the rule of sig- 
nificant numbers, a rule which he notes 
is universally followed by engineers. He 
gives the rule as follows: the result of 
a calculation is no more accurate than 
the least accurate figure in the calcula- 
tion. Accordingly, if the least accurate 
figure in the calculation of the income 
of a business is depreciation expense, as 
it is likely to be, the criterion for “round- 
ing off” is immediately established. If 
depreciation expense is deemed accurate 
only to the nearest thousand dollars, the 
rule means that net profits should not 
be expressed for purposes of publication 
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any more accurately than that. A quo- 
tation from the article mentioned should 
be of interest: 


For tax purposes and for certain internal 
purposes the figures must necessarily be 
carried to the last penny. The income 
statement, however, rarely lists figures 
exactly as they appear in the accounts. 
The income statement is supposed to tell 
a story in the most effective and truthful 
manner possible. It is just as logical to 
round off figures as a “grammatical de- 
vice” for making the story effective as it 
is to combine into the general heading of 
“selling, general and administrative ex- 
penses” the dozens, possibly hundreds, of 
figures which appear in separate accounts 
in the books. 


Professor Anthony goes on to specify 
two methods by which the estimates in- 
volved in the profit figure may be brought 
forcibly to the attention of the general 
readers of income statements. The first 
method he mentions is to establish upper 
and lower limits for each of the various 
expenses subject to estimate so that it 
becomes possible to express the figure 
for profits as, say, “$250,000 + $80,- 
000”. The other method is to express 
the probability of the correct figure for 
income falling within certain specified 
limits. These limits are expressed in 
terms of a “‘standard deviation” or some 
similar measure. 


Professor Anthony mentions these two 
methods merely as possible devices for 
directing attention to the fact that profit 
figures are only estimates. As he puts 
it himself, his plea is that "some tech- 
nique should be invented to make the 
reader aware that no income statement 
purports to be a ‘real’ or ‘true’ or ‘ac- 
curate’ statement of the exact earnings 
in a specific year”. Frankly we doubt 
if either of his specific suggestions will 
ever be adopted, but we agree that they 
will have served their purpose if they 
keep the problem before us. For our 
own part we think matters would be im- 
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proved considerably if those particular 
expenses which are estimated be at least 
clearly described as such in the income 
statement — “Estimated bad debts ex- 
pense”, “Estimated depreciation  ex- 
pense’’, etc. 

* * 5 


Of course the accounting preoccupation 
with “contingencies” has been one way 
of admitting that income figures are not 
precise. But deducting a provision for 
contingencies in arriving at income is 
surely not the clearest possible means 
of setting out the difficulty; and things 
are certainly not improved any by letting 
the resulting reserve for contingencies 
dangle ambiguously between liabilities 
and shareholders’ interest on the balance 
sheet, in the area one wag has so cleverly 
described as “the twilight zone”. 

* * * 


It is perhaps fair to say that Professor 
Anthony’s first suggestion has apparently 
been advocated by statisticians for some 
time. The following is a quotation from 
An Introduction to Managerial Business 
Statistics by H. P. Hartkemeier (N.Y. 
Thomas Y. Crowell Co. 1943): 


It is comforting, perhaps, to work with 
the so-called absolute laws of economics, 
political science, sociology and the like, 
but the young student of business statis- 
tics must become accustomed to thinking 
in terms of probabilities. After he has 
done so, it will be amusing to hear of an 
accountant who stayed up all night worry- 
ing about the fact that his books were 
out of balance by one cent without his 
giving a thought to the fact that the de- 
preciation charge might be $5,000 too 
large or too small. This is “straining at 
gnats and swallowing camels”. Perhaps 
the day will come when the accountant 
will draw up an income statement which 
will show net income as $850,000 + 
$37,000. This would only be an honest 
appraisal of the many estimates made in 
“determining” charges for depreciation, 
bad debts, and the like. The fictitious 
sense of accuracy that people attach to 
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accounting is misleading. (pp. 70-71) 
The following quotation from the same 
book comes to mind as being of much 
interest in revealing a statistician’s view 
of accounting: 
Accounting is nothing but classification, 
which is the simplest kind of business 
Statistics summary or report known. It 
is readily granted that accounting played 
an important part in the development of 
business enterprises, but even accountants 


ANSWER TO LAST 


The needle travels half the diameter 
of the record, less half the inner blank 
plus the outer blank, i.e. 6 — (2 + 1) 
== 3 inches. 

P.S.—The needle doesn’t travel round 
the record. It is the record that turns, 
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long ago felt the need for something 
more. This led to the development of 
cost accounting, which was an attempt 
on the part of accountants to swallow the 
whole field of business statistics—an at- 
tempt which resulted in a bad case of 
indigestion. The accountant began to 
clutter up his records with a large mass 
of data which did not belong there and 
for which his records were not organized. 
(p. 8) 


MONTH’S PUZZLE 


and the needle is stationary except for 
its movement towards the centre of the 
disc. Consequently the number of 
grooves per inch has nothing to do 
with the problem. 


PUZZLE 


Assume that the cost of a building is 
$1,102,389.42 and that the estimated 
useful life of the building is 30 years. 
Using straight-line depreciation, what, ac- 
cording to the rule of significant num- 
bers (quoted in italics in the “Notes 
and Comments” above), is the most 


“accurate” or “‘significant’’ figure for de- 

preciation expense for one year? 
(Adapted from “Two Ways to Control 
Estimated Figures in Income Statement” 
by R. N. Anthony, The Journal of Ac- 
countancy April, 1949) 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect of 
course the personal views and opinions of the various contributors They are designed not as 
models for submission to the examiner but rather as such discussion and explanation of the 
problem as will make its study of benefit to the student. Discussion of solutions presented is 
cordially invited. 


PROBLEM 1 


Intermediate Examination, October 1949 
Accounting II, Question 7, (20 marks) 
The Elfir Co. Ltd. and the Lethar Co. Ltd., whose balance sheets are given below, decide 
to amalgamate as at 31 Dec 1948, and the following terms are agreed upon: 
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(1) A new company, the Elfir-Lethar Co. Ltd. will be formed with the following 
capital structure: 
500—5% Preferred Shares with a par value of $100 each. 
5000—Common Shares with a par value of $100 each. 
$40,000—6% first mortgage bonds. 
The old companies will turn over all their assets to the Elfir-Lethar Co. Ltd. in 
consideration of shares in the Elfir-Lethar Co. Ltd. to be allotted as follows: 
5%Preferred Shares to the Elfir Co. Ltd. to the value of shares held by Elfir 
Co. Ltd. preferred shareholders. 
2000 common shares to Elfir Co. Ltd. and 1200 common shares to Lethar Co. 
Ltd. 
The Elfir-Lethar Co. Ltd. will assume all liabilities. In the case of the mortgage 
bonds of the Lethar Co. Ltd., these will be replaced by bonds of the Elfir- 
Lethar Co. Ltd. Expenses in this connection will amount to $450 which are 
borne by the Elfir-Lethar Co. Ltd. 
The assets are taken over by the Elfir-Lethar Co. Ltd. at the following values: 

Elfir Co. Ltd. Lethar Co. Ltd. 

Inventories $ 20,600 Value per Balance Sheet 
Fixed Assets 160,000 $120,000 
All other assets at book value. 
Expenses of liquidation amounting to $750 for Elfir Co. Ltd. and $620 for 
Lethar Co. Ltd. are to be paid by Elfir-Lethar Co. Ltd. 
In order to provide cash for the Elfir-Lethar Co. Ltd. 100 shares of Preferred 


stock are sold at $100 each to the public. 


BALANCE SHEETS 
as at 31 Dec 1948 


ASSETS 
Elfir Co. Ltd. Lethar Co. Ltd. 


$ 1,800 


Accounts receivable 6,400 


(after provision for bad debts) 


Inventories $17,900 8,700 $ 16,900 


$163,100 $140,000 


Fixed assets at cost .. 
26,100 113,900 


Less provision for depreciation .................... 87,900 75,200 


Patents, goodwill, etc. 2 


$93,102 $130,800 


Total assets 


$ 6,200 $ 3,200 


Accounts payable . 
40,000 


6% first mortgage bonds 

5% Preferred shares (entitled to $104 on 
liquidation) par value $100 

Common shares, 600 @ $100 

Common shares, 1000, no par value 

Earned surplus 

Capital surplus 

Reserve for contingencies 


60,000 


20,600 
2,000 
86,902 5,000 87,600 


$93,102 $130,800 
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8 Required: 
(a) Journal entries on books of the Elfir Co. Ltd. to give effect to the above 
transactions. 
(b) Trial balance of the Elfir-Lethar Co. Ltd. after giving effect to the above 
transactions. 
n 
; A SOLUTION 
Books OF ELFir Co. LT. 
. (a) 
1948 Dr. Cr. 
° BORG. SEN atienh BUCOURE 8.) hodsciss dhe Ath See le ARS Rivecsecovvnsi 93,102 
; PRESEN S SOL CEP CCR UR EN esses ceestscscnanareciens sented evvdsee ted Sesveaviss 87,900 
, NR ic Get RN Pah a teas ys tatscrsa sibs Sade sa puch juaustabtecasd tienes 600 
PING AMINO ai cs5:s das scatcccncstinsnisnirnrnardinrisnrnaae 3,200 
SN, Sag ao Saeco, ue aslacicasvanbeseausrnncendicisatidnes 14,100 
TN a a an eho acne eae etils 163,100 
I NTE 55 fs cca sch scss nccevsccacebsassacgseeorgnecsabedeeetdenis 2 





To elose out asset accounts 











Bee; 31 Tee ne: GO TRS os sccidiscicciccceiessscinescsniccicepbiersvivesstadius 231,200 
EROS RIM I 58 eso secre ss cletensecupsseahuisseasseyehcbeaepasees 6,200 
re AUN ao 5s aes a acecssuscuclncvateasintdecteaies 237,400 
Being purchase consideration, per 
agreement, as follows: 
312 preferred shares @ $100 
2,000 common shares @ $100 
Assume liabilities. 












EBS. SE et NN oes Sricssss sss eteceiesderivssorsviearioves weeatrinieeas 
Preferred shareholders. ...................csccsccsssssscsssssesscseseseeee 1,200 
Premium on preferred shares to be redeemed 









. 31 Preferred shares in Elfir-Lethar Co. Ltd. ...............00..000005. 
Common shares in Elfir-Lethar Co. Ltd. ..................c.ceeeees 200,000 

TRS, MERTEN TUNE ini csisicscccvcssotsconssacessncesniricseens 231,200 

Receipt of purchase consideration 















Eo Sh aria RE TORR SRA oo cs “ia asses Cab ks eactabich o saxcsatveguiuadeumce Ree 
ae TNaINE URN OI 25 os bd his Sts Spncb cis taaents 30,000 
To close out Preferred share capital account 






ot NTNU INNO 5025.05 St ee a a orate lag eh 






Ber SN ree eens tines eee 8,902 
REEVE FOF CONTMEORCIOS 51.5. dsscteeccniunmdnamonsin 8,000 
RNIN PN cn ois ss oie so satscaczcacarea haaatesiaess 143,098 

CN SE cis icaceccrccccssrinedsserinxexens 200,000 





To set up liability to common shareholders 
per agreement and close out common 
shareholders’ equity balances 
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SE. OR EI RIND iso occas csccvacee csnsadessasbsicearusesesiendecsseoseent 
Preferred shares in Elfir-Lethar Co. Ltd. .............. ‘ 31,200 
Being settlement with preferred shareholders 
per agreement 





Dec. 31 Common shareholders ........ ; 200,000 

Common shares in Elfir-Lethar Co. Ltd. ............. 200,000 
Being settlement with common shareholders 
per agreement 


THE ELFIR-LETHAR CO. LTD. 
TRIAL BALANCE — 31 DEC 1948 





Dr. 





eae elicit baaee! ae 
Accounts receivable 
























Se erento sr tneveorse rene aint 9,600 
ER Eee Peter Saco c sao raed yaien Sia eee vustoaes 29,300 
SE INNIS oui ds csccsv cases eicves aesor nett coy tresVaxoecioeae 280,000 
IT NINN oc scx; leacses tasted Lccbsioanivaicastes Pees ee 79,300 
Organization expenses ......................... Sastoh boova buss 1,820 
NMR SIRPMNUNEER) S555 sccs 5c cs cgcdscycabsscbenceccdoesiecasneetee $ 9,400 
6% First mortgage bonds .............. Saket ae 40,000 
Share capital — preferred ...............0..cccccsceceseeeeeeees 41,200 
SURES CHPER] — COMOION ons sisscscsccecsa scans esecacassveseeesicecss 320,000 


$410,600 $410,600 








PROBLEM 2 
Intermediate Examination, November 1949 
Accounting II, Question 8 (15 marks) 

The following unrelated circumstances (a to j) are to be considered in closing the 
accounts of an organization as of 31 Dec 1948. Indicate the suggested accounting treat- 
ment (i.e., i, ii, iii or iv) that would be most appropriate in each circumstance: 

(a) Salesmen’s advance commissions account shows a debit balance of $4,000. 

An analysis of sales shows a balance of $750 commissions due but not set up. 


(i) Salesmen’s advances receivable .................0ccccsceeeeeeeeees $ 4,000 

I ra eee a rh a Poco ola cat os opivsemnees ; 750 
MMMMMEMONIPING SOOO c 5s fora os8- ssn cic sovncocscerensns cee 750 
Salesmen’s advance commissions account ..... 4,000 

A mee FORNININO onsiscsscsas Sacesnsdscasscesssevcosseoosevensis 750 

Salesmen’s advances receivable .0.........0..cccccccceeeeeseeseeeese 3,250 
Salesmen’s advance commissions ..................:......-+- 4,000 

CURED PADI CIUNIORRIINS as scccsacsce css scissssccscctacscsecsnnenszctoondes 750 
Salesmen’s advance commissions ......................... 4 750 


(iv) No entry required. 
(b) Reserve for bad debts shows a debit balance of $300. Reserve is to be adjusted 
to 1% of net sales of $750,000. 
nes NI PINUS © 526i Bis caecreceneccnaiueaens . $ 7,800 
er a I III ooo. yasasni ee ccceteemwciaese 7,800 
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CAL) Bind Sie RINE oasis icici cscs ciavn 











MI sect acest och csacetssadacin isteiede acy sasagsa chess stcerehenrsa] 300 
Reserve for bad debts ...............0..... Si eects tas 7,800 ‘ 
CRRA) Thcl GOES CCR aa iesiiss i css siensscnseeesss _ 3 7,500 
Reserve for bad debts ............. cad caaietatond cady 7,500 
ERNIE sre cancSeckas sida sabeacneasvatbescboasnsssestastsataactysossepeteiastcines 300 
OM pa Sarena eee ages teas u ce andestainns seks sccihocie 7,500 
Accounts receivable ..................0008 paler gae ed 300 
Pere FOE DA CB. avis sc isnedascsciacsneasevesncea<conessie 7,500 






(c) Coal and oil are charged to a fuel account when purchased. There is a debit 
balance in this account of $21,600. The cost price of coal and oil on hand amounted 










to $2,500. 
(i) Fuel consumed ... wit sa $ 24,100 
Fuel on hand .............. ss alicea a baeet Leib ‘ 2,500 
NO | Stare Bens ees bi ' 26,600 
(Gi) AECOMR POPGING | sc. ciict ssi siden cnde. ersinesi = 2,500 
MUNN) dacdiceadccsccensnsvareetaases raven deseress ; e 2,500 







(iii) Surplus OER REY ORT TEE wincieser belts 2,500 
BN react ici ceas cnopgima eepistunA are spate Ris 2,500 
(iv) Fuel on hand ................. BE ala Syataly gogheacs 2,500 





2,500 






On ist January 1948, $50,000 was borrowed on a note payable bearing interest 
at 6% payable semi-annually. The interest paid on 30 June has been charged 
to interest income account. No other entry had been made. 
















(it) Rie GHOENO 5. Sikhs cipadees $ 3,000 
MRCRCRE PAVED 562565. co oie ahi t Neha $ 1,500 
Puree 3s 2 cb Re iene od eam 1,500 

Ey er arr iceisirc enhseaneE 1,500 
Accrued interest payable .o0........0...0.ccceceeeeteeees 1,500 

PRU RN op et Soin tanicdssczs creas eases Gees 3,000 
PUNE MNOUINE o5.5555ccssaneanesesiconeercoenet kerala 3,000 

(iii) Interest expense .......... ce tyes Sv cate 1,500 
Fasterest SCONE .........<.:....<0.006050..500.. icra and 1,500 

(iv) Interest expense ..... Gotan es Ss 4,500 
Interest payable ...................... ise cent 1,500 






NUN cei cn tone cigc de eaceeerearpabasd 3,000 





Mortgages receivable account shows a debit balance of $10,000 which is com- 
posed of one mortgage bearing interest at 5% per annum payable 30 June 
each year with the principal repayable in annual instalments of $1,000. Pay- 
ment received in 1948 was all credited to interest income. Accrued interest 
was taken into account at 31 Dec 1947 but no other entry has been made. 


















ay TENE OE RA Rit meena 8 750 

Accrued interest receivable ......0.....0..c.0ccccccccccesseescesesseseees 250 
DEGERARS SOCHITENE:. .ocsceciiccsi ane As $ 1,000 

Ca): TR SI isk is css Sic sonnei 1,025 
Mortgage receivable ............... perch vancdtiectntes 1,000 
Accrued interest receivable ...............0.cccceee 25 

(iii) Accrued interest receivable ..................ccccseecccceseseeeteeeees 225 
SNE SI 9.2 hii iE pected 225 

ah TRE SI seek bs eri ccvess eedsarredntesieee A 775 

Accrued interest receivable ..............:cccccccccceseeeesteeseseees 225 






DEGHRRER TOCHITRINE nso siniss its esscn hacives 
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(f) At the end of June 1948, extensive alterations to the store front and entrance 
were completed. The total cost of $13,300 was debited to building repairs but 
is to be charged off over the remaining life of the lease which expires 31 Dec 1951. 

(i) Store alterations expense 
Building repairs $ 1,900 
(ii) Store alterations expense 1,900 
Building repairs 11,400 
Reserve for store alterations 13,300 
(iii) Store alterations unamortized 13,300 
Reserve for store alterations 13,300 
(iv) Store alterations unamortized 11,400 
Store alterations expense 1,900 
Building repairs 13,300 
Sales account shows a credit balance of $540,000. Upon analysis, it is found 
that an amount of $2,000 received from customers in respect of sales to be 
made in 1949 has been credited to sales. Gross markup is 25%. 


Deferred income $ 500 
Accounts payable 1,500 
(ii) Cost of goods sold 1,500 
Inventories 1,500 
2,000 
Deferred income 2,000 
(iv) Sales 2,000 
Inventories 2,000 
Inventories on the basis of the lower of cost or market were $210,000 as at 
31 Dec 1947. On 31 Dec 1948 the value of the inventories based on cost was 
$460,000 and on market $450,000. 
(i) Inventories $240,000 
Cost of goods sold $240,000 
(ii) Inventories 
Reserve for decline in inventories 
Surplus 10,000 
Cost of goods sold 240,000 
(iii) Inventories 250,000 
Cost of goods sold 250,000 
(iv) Inventories 250,000 
Reserve for decline in inventories 10,000 
Cost of goods sold 240,000 
A cash discount of 2% is given to customers if payment of outstanding accounts 
as at the end of the month is made within the first 10 days of the succeeding 
month. Of the $360,000 December accounts receivable outstanding as at 31 Dec 
1948, one-half were paid before 11 Jan 1949. 
(i) Reserve for cash discounts 
Accounts Receivable 3,600 


Accounts Receivable 3,600 
(iii) Discounts given 

Reserve for cash discounts to customers 7,200 
(iv) No entry required. 
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(j) A deposit of $20,000 was made on account of machinery to be delivered in 1949 
at a cost of $100,000. The deposit was charged to accounts payable. 4 
RD eS ee fenesss hisicdanads caster meh ete ae $100,000 










RAR IMINO Sess Rees oan: $100,000 

Lip I IIE, sooo iss cacscacciace ci Roneemitee hace 20,000 

I cite cies lose se a ie 80,000 
Wen Pe oe ee 100,000 

RE) rea Ss eae te Seca hale Ateateeieickens 20,000 
RE NOs 6652s es Slane 20,000 





(iv) No entry required. 
Notet-—114 marks will be given for each correct answer and 14 mark will be deducted 
for each incorrect answer. 








A SOLUTION 
(a) ii 
(b) i 
(c) iv 
(d) i 
(e) ii 
(f) iv 
(g) iii 
(h) i 
(i) iv 
(j) iii 
















PROBLEM 3 
Final Examination, November 1949 
Accounting IV, Question 1 (20 marks) 


The X Pansion Co. Ltd., a Canadian manufacturing company, decided to establish a 
branch office in London, England, to handle overseas sales. On ist July 1948, the com- 
pany advanced $270,000 to the London representatives of the company. A down payment 
of £20,000 was made on the purchase of a suitable building, the full purchase price of 
which was £60,000, and furniture and fixtures were purchased at a cost of £10,000 in cash. 
Head office also shipped to the London branch equipment which had cost the company 
$225,000 in 1942, and against which had been set up a depreciation provision of $45,000 
as at 1st July 1948, the date on which the equipment was shipped. 

At 30th June 1949, the following information is available: 

1. Shipments to London from head office during the year cost $2,665,000. Shipping 
charges on these goods were prepaid by head office, and amounted to $820,000. 
London branch showed on hand an inventory of £30,100 of these goods as at 30th 
June 1949. 

2. On 1st April 1949, London branch remitted £600,000 to Head Office. 

3. London branch made additional purchases in England of goods for resale at a 
cost of £350,000. At 30 June 1949, £85,000 of these goods remained in stock. 

4. Total sales made by London branch during the year amounted to £1,500,000. 

5. London branch paid expenses during the year of £50,000 and also made a further 
payment of £20,000 on the building at 30 June 1949. 

6. Depreciation is to be charged at the rate of 5% per annum on the building and 
10% per annum on the furnishings and equipment at the London branch. 

7. At 30 June 1949, London branch showed accounts receivable of £120,000, all 

considered good, and trade accounts payable of £10,000. 
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For the purposes of this problem, the £ may be taken to be worth: 

$4.50 as at Ist July 1948. 

3.85 “ “ ist October 1948. 

4.10 “ “ ist January 1949. 

4.05 “ “ ist April 1949. 

4.00 “ “ 30th June 1949. 

4.10 as the average value during the period 1st July 1948-30th June 1949. 
For the purposes of this problem, the tax imposed by the United Kingdom on the 

net profit of the London branch office may be assumed to be 55%. 


Required: 

(a) Entries in the London branch books, assuming that a complete set of accounts 
is maintained at the branch, and that the branch is billed by Head Office for goods 
shipped, at cost plus 10%. 

(b) Give the conversion rates which would be applied to each item on the balance 
sheet of the branch upon incorporation of the branch statements in the statements of the 


X Pansion Co. Ltd. 
(c) How would the balance on conversion, if any, be dealt with in the books of the 


X Pansion Co. Ltd.? 


A SOLUTION 
THE X PANSION CO. LTD. 
LONDON BRANCH BOOKS 


Bank ee 
Head office account . 
Funds advanced by head office 


Building ... aaron, ; 60,000 
Mortgage payable 
I ere ae scet ir aetna ert enn sededs vtvobnce 
Purchase of building 


eeenentns Tenn SRUNIN oo sRiknintokes 10,000 


Purchase of furniture and fixtures 
NE in coiszz, Brats ta es deer ett 
Reserve for depreciation of equipment .............. 
Head office account 
Equipment shipped by head office 
July 1 Merchandise from head office ..............0....c0cc0ccccsceeees 
1948 Fabia Solace neeeet Se es 
—June30 110% of $2,665,000 converted at $4.10 
1949 
do Merchandise from head office 
Head office account 
Shipping charges on above 
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Head office account 
Remittance to head office 


Merchandise purchases 
Accounts payable 


Summary of purchase transactions 
made in England 


Accounts receivable 
Bank 
Sales 
Summary of credit sales and collections 


General expenses ..... 
Mortgage payable 
Bank . 
Payments ‘dehia year re expenses —_ building 


Depreciation expense — building .. 
Depreciation expense—furniture and fixtures 
Depreciation expense—equipment ................. ' 
Reserve for depreciation—building 
Reserve for depreciation—furniture & fixtures 
Reserve for depreciation—equipment .... 
Provision for depreciation—5% p.a. on 
building, 10% p.a. on furniture and fixtures 
and on equipment 


Merchandise inventory ........... oe 
Merchandise from head eice whehes 
Merchandise purchases ....................... 

Inventory on hand 


Sales hincarwtes Sats wee 
Merchandise from head office 

Merchandise purchases 

ne eo |. Sa a 
Depreciation expense—building 
Depreciation expense—furniture & fixtures 
Depreciation expense—equipment 
eI te 5 tr anrcnnesinmess . 
To close out revenue and expense accounts 


June 30 = Profiat and loss .... , Soatetes 
Estimated income tax : payable 
Income tax @ 55% on $291,100 


June 30 = Profit and loss ps ad 
Head office account . 
To close out profit and ‘fees account 


120,000 
1,380,000 


115,100 


1,500,000 


160,105 


130,995 


10,000 
340,000 


1,500,000 


70,000 


884,900 
265,000 
50,000 
3,000 
1,000 
5,000 
291,100 


160,105 


130,995 
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(b) Conversion rates: 


Accounts receivable 
Inventories 


Building 


Reserve for depreciation of building 


Furniture and fixtures 


$4.50 


Reserve for depreciation of furniture and fixtures .. 


Accounts payable 

Mortgage payable 

Head office account: 
Balance 1 July 1948 


Remittance 


$4.00 
$4.00 


$4.50 
various rates 
$4.05 


(c) The balance would be set up as “Exchange on conversion” and added to or deducted 


from surplus. 


EARLY DAYS OF AMERICAN ACCOUNTANCY 


IX a pleasant series of articles appear- 
ing in The Journal of Accountancy in 
1925 James T. Anyon has set down for 
posterity a record of his experiences in 


coming from England as a qualified ac- 
countant to the United States in 1886. 
The accounting profession was not even 
recognized in the United States at that 
time and some of his experiences reflect- 
ed the fact. One of his anecdotes dated 
about 1887 follows: 


The occasion was . . . an informal as- 
sembly of accountants met for general dis- 
cussion. After a time the conversation 
turned on the subject of the desirability 
of requiring accountants to pass examina- 
tions as a test of their fitness to practise 
in a public way and as a basis for obtain- 
ing degrees in case laws should later be 
formulated to regulate the practice of the 
profession. There was general agreement 
that this would be a good thing to do, and 


one of the accountants present went so far 
as to state his views of the several sub- 
jects such examinations should cover. In 
his opinion the suggested examinations 
should embrace English grammar and com- 
position, arithmetic, elementary branches 
of mathematics, the theory and practice 
of bookkeeping and accounts, and “I would 
further suggest,” he continued, “that there 
be one or two other outside subjects, such 
as one foreign language, say French or 
German, and the rudimentary branches of 
natural philosophy and physics.” Just as 
the speaker uttered the word “physics” an 
elderly accountant, sitting next to me, who 
had been listening intently to what was 
being said, turned to me suddenly and 
eagerly remarked, “Mr. Anyon, I know I 
would pass easily on the subject of physics 
because I used to work in a drug store.” 

(From “Early Days of American Ac- 
countancy” by James T. Anyon, The Jour- 
nal of Accountancy, February 1925, p. 87) 





